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WAR PROFITEERING PROHIBITION ACT OF 1985 



WEDNESDAY, OCTOBER 30, 1985 

House of Representatives, 

Subcommittee on General Oversight and Investigations, 
Committee on Banking, Finance and Urban Affairs, 

Washington, DC. 

The subcommittee met, pursuant to call, at 10 a.m., in room 
2128, Rayburn House Office Building, Hon. Carroll Hubbard (chair- 
man of the subcommittee) presiding. 

Present: Chairman Hubbard; Representatives Gonzalez, Barnard, 
Kaptur, Parris, Wortley, Bartlett, Chandler, and McCandless. 

Chairman Hubbard. The Subcommittee on General Oversight 
and Investigations of our House Banking, Finance and Urban Af- 
fairs Committee will now come to order. 

On behalf of all of the members of our subcommittee, I want to 
welcome you here today to our hearing on defense contracting and 
H.R. 3020. The subcommittee is conducting hearings today, and 
also at a future date not yet determined, on H.R. 3020, the War 
Profiteering Prohibition Act of 1985. 

H.R. 3020 was introduced on July 17, 1985, by my good friend 
and our distinguished colleague from Texas, Representative Henry 
B. Gonzalez, for the purpose of revising and reinstating the Renego- 
tiation Act of 1951. 

The process of renegotiation was originally devised via the Re- 
negotiation Act of 1942, and was designed as a mechanism to pre- 
vent the realization of excessive profits on defense contracts and 
subcontracts. The 1942 act extended the principle of profit limita- 
tion to war contracts generally. 

From 1942 until the Renegotiation Act of 1951, successor statutes 
were enacted in 1943, 1945, and 1948, with the latter representing 
the first peacetime renegotiation statute. 

During the Korean war. Congress passed the Renegotiation Act 
of 1951, which created the Renegotiation Board and which has been 
extended 13 times by Congress. The last extension was enacted in 

1975, and the law continued in effect until September 30, 1976, 
when it expired. The Renegotiation Board ceased operations on 
March 31, 1979, after receiving additional appropriations from 

1976, in order to address its backlog of cases. I am certain the 
Board will be discussed in much greater detail during the course of 
our hearings today and again later. 

Jurisdiction over the Renegotiation Act was transferred from the 
House Ways and Means Committee to our full Banking Committee 
on January 14, 1975. Pursuant to our oversight authority, this sub- 
committee has conducted numerous hearings on the act over the 

(1) 
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past 10 years, the most recent of which was held on March 21, 
1984, and titled "Oversight Hearings on Profits on Defense Con- 
tracts/' 

The members of our subcommittee and I believe our hearings on 
defense contracting and pending legislation are indeed timely. Cer- 
tainly, these hearings will only be a part of congressional actions 
on and studies of our Nation's defense policies. 

By way of background, during President Reagan's first term Con- 
gress heeded his call to rearm the Nation by giving the Pentagon 
$1.1 trillion to spend, a 36-percent increase after inflation. Because 
of scandaJ&vOver $436 hammers and $600 toilet seats and squeezed 
by the record-level Federal budget deficits, we are now questioning 
increasingly whether the United States and its taxpayers are get- 
ting their money's worth in the most costly peacetime rearmament 
program in our Nation's history. 

TThe House Committee on Armed Services, chaired by Congress- 
man Les Aspin, has launched a series of hearings addressing the 
question, "What have we got for $1 trillion?" The Armed Services' 
hearings are intended to be a wide-ranging examination of Penta- 
gon policy and will be used to determine whether the U.S. Defense 
Department is wisely spending its money, or I should say "our" 
money. 

Former Deputy Secretary of Defense David Packard, who chairs 
a 15-member Presidential Commission appointed to look into 
charges of Pentagon waste and management, believes that "funda- 
mental" changes should be made in the way the Pentagon buys 
weapons. The Presidential Commission is expected to send its own 
recommendations for reform to the White House in December of 
this year. 

^On October 16, the Senate Committee on Armed Services re- 
leased a massive, 645-page report calling for sweeping structural 
changes in the Department of Defense. 

The U.S. General Accounting Office has advised Congress that it 
is conducting an audit of Department of Defense contractors to dis- 
cover the reasonableness of subcontracting costs negotiated under 
prime contracts, the adequacy of Defense Department surveillance 
of contractors' cost-estimating methods and practices, and the ade- 
quacy of Pentagon technical reviews of contractors' price proposals, 
unpriced contracts and overhead costs. 

Clearly, the issues of defense spending, procurement, and abuses 
of taxpayers' dollars are indeed important to our subcommittee, to 
our Banking Committee and the 99th Congress. 

Our General Oversight and Investigations Subcommittee is con- 
cerned with resolving questions about whether renegotiation 
should be only a wartime mechanism, determining if the d3aiamics 
of modern full-time defense procurement mandate the need for per- 
manent postcontract review. 

We are all familiar with the issues surrounding defense procure- 
ment and renegotiation, and we are also cognizant of the $314.4 bil- 
lion defense budget proposed by the administration for fiscal year 
1986. When dealing with a defense budget of that magnitude, it is 
imperative that Congress consider every possible alternative to 
curb wasteful and excessive spending by our Federal Government. 
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American taxpayers deserve that, and our hearing today is being 
conducted for that purpose. 

Our objective is to ascertain how present laws and procedures 
detect unreasonable or excessive profits in defense contracts, and 
whether our Government has adequate recourse to recover exces- 
sive, unreasonable or unwarranted profits by defense contractors. 
Specifically, we shall address the question: Should the Renegoti- 
ation Act be revitalized? 

We look forward to hearing the testimony of today's witnesses to 
aid us in our consideration of H.R. 3020. 

[The text of H.R. 3020, a summary of the bill, and information 
showing proposed changes in the legislation follows:] 
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99th CONGRESS TV n 0/\0/\ 
18T Session |^^ |^^ iU^U 

To revise and reinstate the Renegotiation Act of 1951. 

IN THE HOUSE OF REPRESENTATIVES 

July 17, 1985 

Mr. (Gonzalez introduced the following bill; which was referred to the 

Committee on Banking, Finance and Urban Affairs 



A BILL 

To revise and reinstate the Renegotiation Act of 1951. 

1 Be it enacted by the Senate and House of Representa- 

2 tives of the United States of America in Congress assembled, 
3 

4 SHOKT TITLE 

5 Section 1. This Act may be cited as the "War Profit- 

6 eering Prohibition Act of 1985". 

7 Sec. 2. Section 102 of the Renegotiation Act of 1951 

8 (50 U.S.C. App. 1212) is amended by adding at the end 

9 thereof the following: 

10 "(f) Cbktain Amounts Received Aftek October 

11 1, 1985. — Notwithstanding the provisions of subsection (a), 

12 the provisions of this title shall not apply to contracts with 



Digitized by 



Google 



2 

1 Departments, or related subcontracts, to the extent of the 

2 amounts received or accrued by a contractor or subcontractor 

3 during the period begmning on October 1, 1985, and ending 

4 on the date of the enactment of this subsection/'. 

5 (b) The last sentence of section 102(cKl) of the Renego- 

6 tiation Act of 1951 (50 U.S.C. App. 1212(c)(1)) is amended 

7 to read as follows: 'Tor purposes of this title, the term 'ter- 

8 mination date' means September 30, 1988.". 

9 (c) Section 105(a) of the Renegotiation Act of 1951 (50 

10 U.S.C. App. 1215(a)) is amended by inserting after the sixth 

11 sentence thereof the following: "The Board shall renegotiate 

12 all contracts and subcontracts by division and by major prod- 

13 ^ uct line within a division of the contractor or subcontractor.''. 

14 (d) Section 105(f) of the Renegotiation Act of 1951 (50 

15 U.S.C. App. 1215(f)) is amended— 

16 (1) in paragraph (1), by inserting ", or 

17 $4,(XX),(XX) in the case of a fiscal year ending after the 

18 date of the enactment of the Renegotiation Act 

19 Amendments of 1985" after "June 30, 1956" each 

20 place it appears therein; 

21 (2) in the second sentence of paragraph (3), by in- 

22 serting "the $5,000,000 amount," after "the 

23 $1,000,000 amount,"; and 
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\ 

3 

1 . (3) in the last sentence of paragraph (3), by strik- 

2 ing out "$1,000,000" each place it appears therein 

3 and inserting in lieu thereof "$5,000,000''. 

4 (e) The amendments made by this section shall take 

5 effect on the date of the enactment of this Act. 
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H.R. 3020 - To revise. and reinstote the Renegotiation Act of 1951 

Section t, Self explanatory. 

Section 2, (a) and (b), Reflects date changes only. 

Section 2, (c), Provides additional clarification to the section 
describing the renegotiation proceedings before the Renegotiation 
Board. 

Section 2, (d), (I), (2), (3), Provides for updoted dollar- 
announts which reflect updated expenditures. Please note the 
$4,000,000 is a typographical error. The amount should sfate 



Vh,uuu, 
$5,000, 



000. 



H.R. 3020 contains no substantive changes to the Renegotiation 
Act of 1951. 
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Chakoes in EzimNo Law Mads by the Bill, aa Befobtxd 

In compliance with clause 3 of role XIII of the Kules of the House 
of Kepresentatives, changes in existing law made by the bill, as re- 
ported, are shown as follows (ezistmg law proposed to be omitted is 
enclosed in black brackets, new matter is printed in italic, existing law 
in which no change is proposed is shown in roman) : 

TITLE I— RENEGOTIATION OF CONTRACTS 

^ e e ^ ^ ^ e 

SEC 102. CONTRACTS SUBJECT TO RENE60TUTI0N. 

(a) In Gxnzral.— ^ • • 

e e e e ^ ^ e 

(c) Termikatiox. — 

(1) Ik general. — The provisions of this title shall apply only 
with respect to receipts and accruals, under contracts with the De« 
partments and related subcontracts, which are determined under 
regulations prescribed by the Board to be reasonably attributable 
to performance prior to the close of the termination date. Not- 
withstanding the method of accounting employed by the con- 
tractor or subcontractor in keepuig his records, receipts or accruals 
determined to be so attributable, even if received or accrued after 
the termination date, shall be considered as having been received 
or accrued not later than the termination date. For [the] purposes 
of this title, the term ^^termination^ate" means j ^optcmbcr 8 , 
M76i] September SO, 1988. 
• • • • • • rtflge 

(/) Certain Amounts Reckived After October 7, jg pft I fai' 
witMtcmding the provieione of eubsection (a), the provisions of this 
title shall not apply to contracts with Depcartments, or related sub* 
contracts, to the extent of the amoimts received or accrued by a con- 
tractor or subcontractor during the period beginning on October i, 
^ , and ending on the date of the enactment of this subsection. 



SEC. 10S. RENEGOTIATION PROCEEDINGS. 

(a) Proceedings Before the Board. — Rene^tiation proceedings 
shall be commenced by the mailing of notice, to that effect, in such 
form as may be prescribed by regulation, by registered mail or by 
certified mail to the contractor or subcontractor. The Board shall en- 
deavor to make an agreement with the contractor or subcontractor with 
respect to the elimination of excessive profits received or accrued, and 
with respect to such other matters relating thereto as the Board deems 
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mdvisable. Any such agreement, if made, may, with the consent of the 
ecmtractor or subcontractor, also include provisions with respect to the 
elimin a tio n of excessive profits likely to be received or accrued. If the 
Board does not make an agreement with respect to the elimination of 
ezcessiye profits received or accrued, it shall issue and enter an order 
determining the amount, if any, of such excessive profits, and forth- 
with give notice thereof by registered mail or by certified mail to the 
ccoitractor or subomtractor. in the absence of tne filing of a petition 
with the United States Claims Court under the provisions of and 
within the time limit prescribed in section 108, such order shall be final 
and conclusive and shall not be subject to review or redetermination by 
any court or other agency. The Board shall exercise its powers with 
respect to the aggregate of the amounts received or accrued during the 
fiscal year (or such other period as may be fixed by mutual agreement) 
by a contractor or subcontractor imder contracts with the Departments 
and subcontracts, and not separately with respect to amounts received 
or accrued imder separate contracts with the Departments or subcon- 
tracts, except that the Board may exercise such powers separately with 
respect to amounts received or accrued by the contractor or subcon- 
tractor under any one or more separate contracts with the Departments 
or subcontracts at the request of the contractor or subcontractor. The 
Board shall renegotiate aU contracts and suhcontracU by divieion and 
by major product line withdn a division of the contractor or subcon- 
tractor. By agreement with any contractor or subcontractor, and pur- 
suant to regulations promulgated by it, the Board may in its discre- 
tion conduct renegotiation on a consolidated basis in order properly 
to reflect excessive profits of two or more related contractors or subcon- 
tractors. Renejgotiation shall be conducted on a consolidated basis with 
a parent and its subsidiary corporations which constitute an affiliated 
group under section 141(d) of the Internal Revenue Code if all of the 
corporations included in- such affiliated ^roup request rene^tiation 
on such basis and consent to such relations as the Board shall pre- 
scribe with respect to (1) the determination and elimination of exces- 
sive profits of such affiliated group, and (2) the determination of the 
amount of the excessive profits of such affiliated group allocable, for 
the purposes of section 3806 of the Internal Revenue Code, to each cor- 
poration included in such affiliated group. Whenever the Board makes 
a determination with respect to the amount of excessive profits, and 
such determination is made bv order, it shall, at the request of the con- 
tractor or subcontractor, as the case may be, prepare and furnish such 
contractor or subcontractor with a statement of such determination, 
of the facts used as a basis therefor, and of its reasons for such deter- 
minations. Such statement shall not be used in the United States 
Claims Court as proof of the facts or conclusions stated therein, 
e e e ^ ^ ^ e 

(f ) MixiinTM Amounts Subject to Renegotiation. — 

(1) In general. — If the aggregate of the amounts received or 
accrued during a fiscal year (and on or after the applicable effec- 
tive date specified in section 102(a) ) by a contractor or subcon- 
tractor, and all persons under control of or controlling or under 
common control with the contractor or subcontractor, under con- 
tracts with the Departments and subcontracts described in section 
103(g) (1) and (2), is not more than $250,000, in the case of a 
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fiscal year endins before June 30, 1953, or $500,000, in the case of 
a fiscal year en£ng on or after June 30, 1953, or $1,000,000, in 
the case of a fiscal year ending after June 30, 1956, or $5fi00fi00 
in the etue of a fiscal year erubng after the date of the enactment 
of the Renegotiation Act Amendments of 198pth% receipts or 
accruals from such contracts and subcontracts ^all not, for such 
fiscal year, be renegotiated under this title. If the aggregate of 
such amounts received or accrued during the fiscal ^ear under such 
contracts and subcontracts is more than $250,000, in the case of a 
fiscal year ending before June 30, 1953, or $500,000, in the case of 
a fiscal year ending on or after June 30, 1953, or $1,000,000, in 
the case of a fiscal year ending after June 30, 1956, or $5fi00fi00 
in the case of a fiscal year ending after the date of the enactment 
of the Renegotiation Act Am£ndments of 19^ no determina- 
tion of excessive profits to be eliminated for such year with respect 
to such contracts and subcontracts shall be in an amount greater 
than the amount by which such aggregate exceeds $250,000, in 
the case of a fiscal year ending before June 30, 1953, or $500,000, 
in the case of a fiscal year ending on or after June 30, 1953, or 
$1,000,000, in the case of a fiscal year ending after June 30, 1956, 
or $6fi00fi00 in the case of a fscal year ending after the date of 
the enactment of the Renegotiation Act Amendments of 19^ 
^ % % ^ % m % 

(3) Computation. — ^In computing the aggregate of the 
amounts received or accrued during any fiscal year for the pur- 
poses of paragraph (1) of this subsection, there shall be elimi- 
nated all amounts received or accrued by a contractor or subcon- 
tractor from all persons under control of or controlling or under 
common control with the contractor or subcontractor and all 
amounts received or accrued by each such person from such con- 
tractor or subcontractor and' from each other such person. If the 
fiscal year is a fractional part of twelve months, the $250,000 
amount, the $500,000 amount, the $1,000,000 amount, the 
$6fi00fi00 amount, and the $25^000 amount shall be reduced to 
the same fractional part thereof for the purposes of paragraphs 
(1) and (2). In the case of a fiscal year beginning in 1950 and 
ending in 1951, the $250,000 amount and the $25,000 amount shall 
be reduced to an amount which bears the same ratio to ^50,000 
or $25,000, as the case may be, as the number of days in such fiscal 
year after December 31, 1950, bears to 365, but this sentence shall 
have no application if the contractor or subcontractor has made an 
agreement with the Board pursuant to section 102(c) for the 
application of the provisions of this title to receipts or accruals 
prior to January 1, 1951, during such fiscal year. In the case of a 
fiscal year beginning on or before the tormination date and end- 
ing after the termination date the [$1,000,000] SofiOOJOOO amount 
and the $25,000 amount shall be rcducod to an amount which bears 
the same ratio to [$1,000,000] $5fi00,000 or $25,000, as the case 
may be, as the number of days in such fiscal year before the close 
of the termination date bears to 365. 
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Chairman Hubbard. Our witnesses include the following individ- 
uals: Eleanor R. Spector, Deputy Assistant Secretary of Defense for 
Procurement, U.S. Department of Defense; Paul F. Math, Associate 
Director, National Security and International Affairs Division, U.S. 
General Accounting Office; Richard F. Kaufman, General Ck)unsel 
of the Joint Economic Committee; William R. Tolley, director, legis- 
lative affairs, Harris Corp.; Richard G. Mulligan, chairman. Com- 
mittee on Government Business, Financial Executives Institute; 
and Donald S. Grenough, partner, Touche Ross & Co. 

We look forward to receiving the testimony from our panels of 
witnesses. 

Before you come before us, we would like to ask first for opening 
remarks by other members of our subcommittee. 

First, Hon. Stan Parris, Congressman of Virginia, our ranking 
minority Member. 

Mr. Parris. Thank you, Mr. Chairman. 

Today's hearing is intended to address the issue of the necessity 
to reinstate the Renegotiation Act or as it is euphemistically called 
by H.R. 3020, the War Profiteering Prohibition Act. 

Whatever name you give it, "a rose is still a rose is still a rose," 
and the Renegotiation Board is still a renegotiation board, a de- 
funct, out of date, and unnecessary agency which has been found to 
cost more to the taxpayers than it has recovered from excessive 
profits. 

The Renegotiation Board was established in 1951 by the Renego- 
tiation Act, to capture excessive and unwarranted profits realized 
on defense contracts negotiated during wartime conditions. The life 
of the Board has been extended several times until Congress let the 
act expire in 1976, when it, in fact, concluded that the costs out- 
weighed the profits recovered. 

Furthermore, it was a burden on business in regard to the cost of 
compliance, and that of recordkeeping and reporting as well as a 
burden to the Department of Justice to prosecute the cases. 

As the chairman just indicated in his remarks, the issue of rein- 
stating the Board has come up over a dozen times since 1976, and I 
might emphasize, no Congress has reauthorized it. 

But again today, we are faced with a question of whether we 
need it or whether the existing safeguards in the Federal defense 
contracting process, whether the Federal Government defense con- 
tracting processes are adequate to assure the effective management 
of the procurement system. 

We currently have a number of auditing programs which have 
replaced the Renegotiation Board functions. These include the De- 
fense Contract Audit Agency, the Truth in Negotiation Act, the 
Armed Services Procurement Regulations, and the Contract Profit 
Controls. 

The process of reviewing defense contracts and recapturing ex- 
cessive profits from the contractors makes little sense in peacetime 
when procurement officers and manufacturing firms have the time 
to efficiently and effectively evaluate the costs and profits of the 
goods and services needed by the Government. Further, Public Law 
97-86 provides the President the powers to institute controls on ex- 
cessive profits, on defense contracts upon or during declaration of 
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war by Congress, or a declaration of a state of emergency by the 
President or by the Congress. 

I would also like to note the focus of the Renegotiation Board 
was on controlling profits after the fact, not on controlling costs. 
Furthermore, in a time when Congress is attempting to reconcile 
budget deficits, I find it ironic that we establish yet another gov- 
ernmental agency that will only add to the Government's borrow- 
ing dilemma. 

I have the highest possible regard for the gentleman from Texas, 
my friend, Mr. Gonzalez, who is the author of this bill and is its 
sponsor. I gather he has picked up the gauntlet carried for many 

SEUTS by Mr. Minish, former chairman of this subcommittee, who 
d a peculiar fondness for the Renegotiation Board. 

Mr. Gonzalez. No — he picked up the gauntlet from me and now 
I am picking the gaimtlet back up. 

Mr. Parris. I am informed that Mr. Minish picked up Mr. Gronza- 
lez' gauntlet and he has now reclaimed what was originally his. 
Don't confuse me with the facts. I don't mean to appear to say that 
my mind is made up. By the same token, I would suggest respect^ 
fully that the renegotiation idea has very few, if any, redeeming 
virtues, and these witnesses have a very large burden of proof to 
carry, at least for this member of this subcommittee of this Con- 
gress. 

Thank you, Mr. Chairman. 

Chairman Hubbard. Thank you very much. Congressman Parris. 

We thank you for that good statement. 

A cartoon in the New York Times recently had two Members of 
Congress coming out of the Capitol and one said to the other, "We 
are going to have to reduce Federal spending soon, I am not sure 
what comes after a trillion." 

Well, that cartoon came to mind when I misread one sentence in 
my remarks, being from a small town operating on a small budget, 
I am not used to sa3dng the word "trillion" very often, but I should 
have said by way of background during President Reagan's first 
term Congress heeded his call to rearm the Nation by giving the 
Pentagon $1.1 trillion to spend, a 36-percent increase aBter infla- 
tion. 

I said billion back there, I should have said trillion. 

I am like the two Members in the cartoon, I am not sure what 
comes after a trillion. 

Mr. Barnard. Disaster. 

Chairman Hubbard. Disaster, right. 

OK, so the House Committee on Armed Services chaired by Con- 
gressman Aspin has launched a series of hearings, asking what 
have we got for a trillion dollars. 

Now, we call on the sponsor of the bill, the advocate of this Re- 
negotiation Act and Board, our distinguished colleague from Texas, 
Congressman Henry B. Gonzalez. 

Mr. Gonzalez. Thank you very much. Chairman Hubbard, first 
of all for being willing to assign a hearing date on this bill, H.R. 
3020. 

I ain very grateful to you. We have not been that successful at 
times in the past and so I think the record ought to show that you 
are more than just interested, you are committed, to pursuing what 
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I consider to be an imperative, and one that should have been so 
considered all along. 

I think that your staff has been outstanding, Ms. Fortney and 
Mr. Carter have been extremely helpful. They have extended every 
possible courtesy and consideration, so I wish to express my pro- 
found gratitude. 

My interest in the Renegotiation Act extends 20 years at a point 
in time when the legislative jurisdiction of the act was in the Yfays 
and Means Committee. At that time, there was the beginning of a 
strong, sustained movement to first hamstring and then to lull off 
the Renegotiation Board. In 1967 after 18 speeches during an off 
debate in special orders, we persuaded the Ways and Means Com- 
mittee chairman then to hold up the demise of the Board. It was 
very difficult, because first very few of the members of the commit- 
tee itself at that time, the Wajrs and Means Committee, even knew 
of the existence of the Renegotiation Board. 

What I said was that what we would end up with would be pull- 
ing the teeth from the watchdog which in effect, that is what the 
Congress did. What we encountered was a self-fulfilling prophesy: 
First, legislative and budgetary constraints fell upon the Board, 
making it difficult to function; and then when the problems 
became evident, they were used as justification for still more re- 
strictions. Finally, the Board expired at midnight at the end of a 
session around about 1978 or 1979. Despite the best efforts of 
myself at that time and by that time Chairman Minish of the sub- 
committee and a few others, who believed that it was the best po- 
liceman on the block, in fact the only real protection against de- 
fense contract profiteers. 

The words sound harsh, but as Garrison said, the truth is harsh 
and justice is uncompromising. 

Since the demise of the I^negotiation Board, the defense con- 
tracts have soared in volume to the point where now the Pentagon 
commits about $125 billion a year in new procurement contracts 
and where in 1967 we were talking about some 40 or 45 percent of 
the negotiated nonbid, today that nonbid, noncompetitive negotiat- 
ed process involves over 80 percent, maybe perhaps better than 85 
percent. 

At the same time, the profitability of the defense contracting has 
grown immensely. Just how profitable defense contracting is no 
one can say for sure, but there is no doubt that these are great 
times in the boardrooms of arms suppliers. 

Since the demise of the Renegotiation Board, there has also been 
a rapid increase in the number of horror stories about padded bills 
by defense contractors — ranging from phony labor charges to bills 
for taking care of executive dogs. There have likewise been horror 
stories about cost ovemms for weapons that don't work, and sto- 
ries about ordinary hand tools that somehow cost the Government 
hundreds of dollars apiece. You have to wonder: Is there a connec- 
tion? 

We are assured that there are plenty of ways to prevent profit- 
eering and padded bills. Yet we read accounts of how the Defense 
Contract Audit Agency has problems even securing access to con- 
tractor records; how its auditors meet with continual frustration; 
and how their resources are hopelessly inadequate. It is revealing 
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when a business journal like the Wall Street Journal calls the 
audit agency a toothless watchdog, which it was called in the Board 
after it was extracted of its teeth. 

The fact is, there cannot be a perfect protection against defense 
contract overcharges. This is a fact of life; it is a problem that has 
plagued every army from George Washington's to George Patton's. 

The question we face is this: If, despite all the protections and 
procedures that we will hear about this morning and as we have in 
the past, there is still egregious overcharging and excess profit, 
what can the Government do? If there is an excess profit accrued 
for some reason short of fraud or misinformation, what can the 
Government do to recover some of its money? 

The Renegotiation Board could look into contracts, verify costs, 
and ensure that excess profits were recaptured. We have no such 
tool today. With the Pentagon signing up new contracts at the rate 
of $2 billion or so a week, it represents the richest treasure trove 
since the Comstock Lode. It makes the fortunes secured by the 
49'ers pale by comparison. There is so much to be made in the de- 
fense business that the old-time oil barons look downright unambi- 
tious. With all the money that is at stake, there is no question that 
profiteering is a problem. The question is. What will we do about 
it? 

Thank you, Mr. Chairman. 

Chairman Hubbard. Thank you. Congressman Gonzalez. 

We will now call on Congressman Steve Bartlett of Texas. 

Mr. Bartlett. Thank you, Mr. Chairman. 

Chairman Hubbard. Thank you for being here with us this 
morning. 

Mr. Bartlett. Thank you very much. 

I have a great deal of respect for the subcommittee chairman, 
Carroll Hubbard. I am not going to spend a lot of time as far as an 
opening statement talking about the Renegotiation Board, other 
than to comment that I have perhaps less of an open mind than 
my colleague, Stan Parris from Virginia, to such a discredited pro- 
posal. 

It seems to me one of the best actions that the 1976 session of 
Congress took was their inaction or nonaction in deciding not to 
renew this Board. What I would suggest though is that because we 
have an array of rather impressive witnesses today thanks to the 
chairman of the Housing Subcommittee, my colleague from Texas 
and the chairman of the subcommittee, it would be useful to, once 
we get the testimony started and past the renegotiation idea, in- 
quire of each of you as to what proposals you would make to what 
things the Congress or the Department of Defense could do better 
to solve the multiple and well-reported procurement difficulties we 
have had. 

So I would say in advance so you will have time to think about 
it, that if you could offer some ideas on competitive bidding, on in- 
creasing the amount of competitive bidding, offer ideas on how to 
have additional, more fixed price bids to replace cost-plus bids, 
offer ideas on how to provide safeguards into the sole source con- 
tracting, offer ideas as to how and which of the myriad of congres- 
sional mand * > removed which add to the cost, or 
ideas as to he from micromanaging ever3rthing 



Digitized by 



Google 



15 

in the Defense Department which adds so much to the cost, or 
other suggestions on engineering or over specifications which add 
to the cost and paperwork of the procurement process. 

I suppose my question would be an open ended one of each of the 
witnesses — it is a twofold question, if you were in our shoes, what 
would be the most important action that you would recommend 
Congress take to increase the efficiency of the procurement proc- 
ess. 

Second, if you could make a recommendation, a single recom- 
mendation to the Department of Defense concerning improving the 
procurement process, what would the single most important recom- 
mendation to the Department of Defense be? 

I thank the chairman for the time. 

Chairman Hubbard. Thank you. 

We will now call on our friend, Congressman Doug Barnard of 
Georgia, for his opening remarks. 

Mr. Barnard. Thank you, Mr. Chairman. 

I have no opening remarks at this time, except to say that this is 
somewhat deja vu for this committee going back as long as I have 
been in the Congress. 

The only thing I see missing is Admiral Rickover, and hopefully 
we will continue to miss him in this hearing. 

But I would say, Mr. Chairman, I do think that it is a subject 
that we need to hear about from time to time. I think that we are 
all concerned whether we are on the Banking Committee or Armed 
Services Committee, Budget Committee or Ways and Means Com- 
mittee, we are very much concerned about the cost of Government 
today, including defense. 

We want to get the best deal possible for the dollars we are 
spending. 

However, I would like to say at this time, that I think one of the 
most valuable assets we have in our country today are our defense 
contractors, the fact that they are willing to devote their energies 
and their institutions to the manufacturing. Certainly we are not 
going to federalize the defense industry in our country, it will not 
be run by the Federal Government, so I think we ought to give 
credit to the fact that we are as sufficient today militarily and de- 
fensively as we are because of the devotion and patriotism and 
dedication of our defense industry. 

I am agast as all Members of Congress are, by these horror sto- 
ries that develop from time to time, but the interesting thing about 
it is while the press gives great notoriety to these incidents, they 
are not the ones that uncover them. It is the Department of De- 
fense that uncovers them. They are the ones, they are their own 
policemen in these matters. 

While we certainly stand back in great distress when we see the 
exorbitant amounts spent for hammers, screwdrivers, and toilet 
seats, we should have some encouragement in the fact that these 
things are a part of the ongoing oversight of the agencies of our 
Grovemment. 

So I think it is worth while to review the subject again. I com- 
mend my friend, Congressman Gonzalez, to bringing it back to our 
attention and our distinguished chairman for having this, what I 
am sure will be a very interesting and informative hearing. 



Digitized by 



Google 



16 

Mr. Gonzalez. Will the gentleman )deld? 

Mr. Barnard. Yes, sir. 

Mr. Gonzalez. I asked the gentleman to 3deld and I thank him 
for his )delding. I cannot remain silent without the record showing 
that there are some of us that feel grateful to Admiral Rickover. 
Everyone must realize that he had very serious shortcomings, but 
so do we all. But what he did overall, I think, in this respect and in 
his capacity as a negotiator on the Navy side of the table is on the 
record and it is undisputed. His appearances before the Congress 
did turn out to be acrimonious. Many times I took him to task for 
what I considered to be unjustifiable remarks, but I don't think 
that I can sit by idly and allow the name of Admiral Rickover to be 
depreciated in an unjustifiable way. I think the record ought to 
show that he did cooperate with the Congress and the committees 
in the best way he could do it, and I just thank the gentleman for 
yielding so I could put that in the record. 

Mr. Barnard. Well, I think that is very well put, and I think ev- 
erybody in America honors Admiral Rickover for what he has 
meant in the area of defense and nuclear naval power. We all owe 
him a great debt of gratitude for all of those great things that he 
did. 

We don't owe him a debt of gratitude for demeaning the reputa- 
tion of Members of Congress which, as you know very well, he did 
before this committee. So that was the point I was making more 
than an3rthing else. 

I give back the balance of my time. 

Chairman Hubbard. Thank you. Congressman Barnard. 

We will now call on our colleague and friend. Congressman Rod 
Chandler of the State of Washington. 

Mr. Chandler. Well, Mr. Chairman, I have no statement. Thank 
you. 

Chairman Hubbard. We will call on Congressman Al McCand- 
less of the State of California. 

Mr. McCandless. Thank you, Mr. Chairman. 

I would like to express my appreciation to you and the ranking 
member for bringing this to our attention and for a process such as 
we are going through this morning. I would like to reiterate for 
those of you who will be testifying what my colleague, Mr. Bartlett, 
said about what we can do to improve the system. 

I would just say briefly that in another life I was both the seller 
and the buyer of instruments to a tax-supported agency, and also 
part of the procurement as a tax-supported agency of items, and I 
realized the problems, and I understand the complexity of the situ- 
ation, but I also would leave this thought with you: It is my feeling 
in doing some cursory investigation on these various and sundry 
items that have made headlines that it is the procurement process, 
the design process that we need to look at more than the profit 
process. 

It is my understanding that this $6,000-plus coffeemaker that 
made headlines here a while back was designed in such a way that 
it was to provide a gravity force or operate under a gravity force 
greater than the airframe in which it was to travel. And so there 
was not a profit problem there; there was a design problem that 
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neither the plane nor the pilot flying it would be able to stand the 
G gravity that this coffeemaker was designed to handle. 

So, therein lies an oversimplification, possibly. But therein lies a 
mcgor part of the problem. 

It seems when the Federal or other levels of government get in- 
volved in the hammer, for example, they are not satisfied with the 
Stanley hammer with the standard claws that has a handle that is 
a certain length. Somebody has to go out and design a hammer 
that has claws just a little longer, a handle that has just a little bit 
more in the way of a design than the standard hammer; and as a 
result, they order 50,000 of these. 

The people who make that bid or bid that item tend to design an 
entire plant to provide this hanmier, which has a limited pnxluc- 
tion; and as a result, sometimes, be it a hammer or screwdriver, if 
that is the case, it costs a great deal more money. 

I am looking forward to the hearings, Mr. Chairman, and I think 
we can make some production out of it. I would like to ask those of 
you who are going to testify again to look at this from the point of 
view that Congressman Bartlett pointed out: What can we do to 
improve the system beyond that that we are already attempting to 
do? 

Thank you, Mr. Chairman. 

Chairman Hubbard. Thank you. Congressman McCandless. 

I call on Congressman George Wortley, but I know he has al- 
ready expressed the desire to move on to the witnesses and he will 
waive his opportunity of an opening statement. 

We now call on Eleanor Spector and Paul Math to take seats at 
the witness table. Again, Eleanor Spector is the Deputy Assistant 
Secretary of Defense for Procurement of the Department of De- 
fense. Paul Math is the Associate Director of the National Security 
and International Affairs Division of the U.S. General Accounting 
Office. 

We welcome you both, and we will hear you both before we have 
any questions from our Members. 

Eleanor, would you be heard first. 

STATEMENT OF ELEANOR R. SPECTOR, DEPUTY ASSISTANT SEC- 
RETARY OP DEFENSE FOR PROCUREMENT, DEPARTMENT OF 
DEFENSE 

Ms. Spector. Thank you, and I am happy to be here and discuss 
the revised Renegotiation Act. 

I have a detailed statement for the record which I would like to 
summarize for you, after which I will certainly answer any ques- 
tions that you have. I have with me representatives from DCAA, 
and Jack Kendig, who works in my office. 

As you know, statutory renegotiation was first established during 
World War II. At that time, as Mr. Parris noted, defense contracts 
were awarded in large numbers without much time for contracting 
officers to perform a thorough cost anal3rsis or bargain at arm's 
length. As a result, there was a need to recoup excessive profits 
that had arisen from these war contracts. 

Statutory renegotiation was enacted again during the Korean 
conflict, and that was in 1951, and was subsequently carried for- 
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ward into the peacetime environment — in fact, 13 other times — 
until it was allowed to expire in 1976. 

Except for two items, the proposed War Profiteering Prohibition 
Act is identical to the expired Renegotiation Act. Those two areas 
are raising the threshold for contractor business from $1 million to 
$5 million and broadening renegotiable profits. The original act 
would have considered total contractor profits — the proposed act 
would go to product line by product line, division by division. 

DOD is opposed to the proposed bill because we don't consider it 
to be cost-effective, particularly in view of other legislative and reg- 
ulatory changes that we have adopted since 1951 and additional 
competition that we have been doing. 

By the way, our competition statistics are — about 48 percent of 
our dollars are competed, and in excess of 65 percent of our actions 
are competed. 

In addition, there are already conditions under statutes which 
have been designed to prevent wartime profiteering that Mr. Parris 
alluded to. 

There has been a considerable amount of testimony offered in 
the past as to why the Renegotiation Act was not extended, and 
the major reason cited was that it was not cost-effective. In the last 
year of operation, 1978, it cost about $6 million to operate the 
Board. We don't know exactly how much the data gathering from 
the contractors cost, but it was estimated by the Board at that time 
that it was about $20,000 per contractor covered, which would be a 
total of about $100 million a year for the defense industry. 

During its 26-year life, the Board made determinations of exces- 
sive profits totaling about $1.4 billion, most of which was done 
during the first 7 years— more than half of it. When adjusted for 
taxes, the $1.4 billion is reduced to $576 million over the 26 years. 

In addition, the Board was finding it increasingly difficult to 
reach agreement on excess profits. Seventy-eight percent of the de- 
terminations in 1978 were not by agreement but by order, as op- 
posed to a 26-year average of about 37 percent being by agreement 
with contractors. 

Contractors were litigating more and more as a result of that, 
and these statistics that I have just read we graphed out by year, 
and I find it very helpful to see it graphically. I would like to insert 
those graphics for the record, if I may. 

[The following charts were submitted by Ms. Spector for inclu- 
sion in the record:] 



Digitized by 



Google 



19 



o 


1- 


0^ 


u 


< 


< 


O 


a: 


OQ 


1^ 




%A 


Z 


OQ 


o 


< 


^ 


^ 


< 


< 




U 


o 


J/) 


lU 


§■— 


z 


< 


UJ 


p- 


en 


%A 



00 






111 



111 O 

z o 
S >- 

z « 

< u 
« 111 

11 

S^ ^ 

O < 
^ > 



p o 

oo 

>- 

flD 

o 

111 

t 



£ 



Digitized by 



Google 



20 



0SZ 



GO 

Be] 
•>- 

3 _ 




S 



1111 



OOOOOOOOOQOOOO 

oi/tQi/tomomoinoinoi/) 



O 



Digitized by 



Google 



21 



< 



pi 

CR<S 

ill 



O 




of! 

iS| 

•< 



I I I I i § § 



§ I § § I I s s 



o 

i 



Digitized by 



Google 



22 



Q 




g I I I I I I I I I I I I 






OOQOOOOOOOQOQOOOO 



Digitized by 



Google 



2S 



< 
> 

PSOBS 

iii 
|§^ 

QSSH 

Z 




S s: 2 



Digitized by 



Google 



24 



2^ 




< 

s 



o 
p 



o 



in 

3 



Digitized by 



Google 



25 



^ 




Digitized by 



Google 



26 



OSOUH 

pig 

MM 

Q 



s 




Digitized by 



Google 



27 



Si 

Bars 

CM 

§2 




V 



S 

I 

i 



s 

I 



Digitized by 



Google 



28 



is 

Sou 

CO 

So 

o 




Digitized by 



Google 



29 

Ms. Spector. The Renegotiation Act also dealt with S3miptoms. 
Other regulations and legislation has better dealt with causes. The 
most significant of that legislation was the Truth in Negotiations 
Act. This attempted to place the contracting officer and contractor 
on equal footing as far as the cost and pricing data available to 
each. The contractor had to certify that his pricing data was cur- 
rent, accurate, and complete. 

We also have the right, the unilateral right, to adjust a contract 
price downward if the cost or pricing data is subsequently deter- 
mined to be defective. And the DCAA performs audits to assure 
there is truth in negotiations. 

In 1970, Congress created the Cost Accounting Standards Board. 
During its operation, 19 standards were issued to assure accurate, 
consistent, and equitable charging of costs to defense contracts. If a 
contractor is found to be in noncompliance, we have the unilateral 
right to price adjustments. We still comply with those standards, 
although the Board is no longer in existence. 

In 1978, Congress passed the Inspector General Act within the 
Department of Defense. The inspector general has a staff of profes- 
sionals who regularly perform audits and inspections in many 
areas, including procurement. And, as Mr. Barnard said, we are po- 
licing ourselves. This is the group that heavily does policing and 
has come up with many of these spares problems. Even though it is 
a relatively new function, the inspector general has made substan- 
tial contributions already to our finding areas of problems. 

In addition to these legislative actions, there have been regula- 
tory changes which have greatly reduced the potential for excess 
profits. In 1964, we adopted what is called a weighted guidelines 
method that is a uniform approach for establishing going-in profit 
objectives. It requires use of a standard form for analyzing profit 
on an element-by-element basis, which takes into account contrac- 
tor technical risk, cost risk and amount of facilities capital em- 
ployed. It provides a greater degree of control over profits. 

A separate audit agency was established in 1965, and auditors 
are heavily involved in all facets of contract pricing and are the 
principal advisers to the contracting officer in financial areas. The 
auditor has a large role in assuring contract prices are fair and 
reasonable. The audit strength has increased 30 percent in the past 
3 years, and we estimate another 220 auditors for 1986. 

We established a cost monitor and review program in 1978. This 
is a formal Government program required at most contractor loca- 
tions. We perform cost monitoring and reviews to identify contrac- 
tor inefficiencies and, if warranted, to give notice of intent to disal- 
low costs. 

There was another point mentioned, that we ought to increase 
fixed price t)rpe contracts. A not widely known fact is that 80 per- 
cent of our contracts are fixed price; only 20 percent are cost type. 

Statutory renegotiation appeals to some because it is supposed to 
create a structure which gives the public confidence that excess 
profits are not being paid to defense contractors, and that we would 
be able to take back whatever profits were deemed excessive, not 
just on an aggregate fiscal year basis, as under the Renegotiation 
Act of 1951. 
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H.R. 3020 would allow determinations to be made on a division- 
by-division, product-by-product basis. High profits on one product 
could not be netted against lower profits on another product. This 
is a change in the new bill. And although there may be some 
appeal from an appearance standpoint, there are other consider- 
ations that argue against the Renegotiation Act. 

First, with all the dollars that are out there for defense — and you 
have mentioned those high dollar amounts, millions and trillions — 
are there really excess profits? A recent study we performed called 
DFAIR [Defense Finance and Investment Review] concluded, and I 
quote: 

Our current contract pricing, financing and markup policies are balanced, are 
protecting the interests of taxpayers and enabling U.S. industry to achieve an equi- 
table return for their involvement in defense business. 

We have submitted a copy of this study to you. I think it was 
quite a thorough and well-done study. 

Second, we have a mcgor question on fairness of division-by-divi- 
sion and product-by-product application of excess profit determina- 
tions. It is a fundamentcd business concept to diversify product 
lines in order to spread risk. A national policy for not allowing 
losses or low profits incurred on one defense contract to be netted 
against profits on another may work against the public interest. It 
would certainly have the potential of affecting a contractor's moti- 
vation to control costs, and it may affect other aspects of contract 
performance such as delivery schedules, quality, capital invest- 
ment, to the extent that improvement in those areas would reduce 
costs and could result in higher profits. 

Finally, there is a question of the marginal benefit of statutory 
renegotiation over its marginal cost. Current controls enacted by 
Congress €md others that we have adopted, we believe are control- 
ling excess profits. 

In summary, we oppose H.R. 3020 for the same reason Congress 
did not extend the act in 1976: It is not cost effective. The services 
and DCAA concur in this position. 

This concludes my comments. I will be happy to respond to any 
questions you may have. 

[The prepared statement of Ms. Spector follows:] 
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GOOD MORNING, MR. CHAIRMAN AND SUBCOMMITTEE MEMBERS. I 
WELCOME THE OPPORTUNITY TO APPEAR BEFORE YOU AND DISCUSS OUR 
VIEWS ON THE NEED TO REVISE AND REINSTATE THE RENEGOTIATION ACT 
OF 1951. I AM WELL AWARE OF THE HARD WORK THIS COMMITTEE HAS 
DEVOTED OVER THE YEARS TO THIS IMPORTANT SUBJECT 

AS YOU KNOW, STATUTORY RENEGOTIATION WHICH GIVES THE 
GOVERNMENT THE AUTHORITY TO RECOUP EXCESSIVE PROFITS FROM DEFENSE 
CONTRACTORS WAS FIRST ESTABLISHED DURING WORLD WAR II AS THE 
RENEGOTIATION ACT OF 1942. THE WAR CREATED AN ENVIRONMENT WHERE 
DEFENSE CONTRACTS WERE AWARDED IN LARGE NUMBERS WITHOUT MUCH TIME 
FOR CONTRACTING OFFICERS TO PERFORM A THOROUGH COST ANALYSIS AND 
BARGAIN AT ARMS-LENGTH WITH DEFENSE CONTRACTORS. THERE WAS NO 
COMPETITIVE MARKET PLACE WHICH WOULD CONTROL PRICES. AS A 
RESULT, THERE WAS A COMPELLING NEED TO HAVE SOME METHOD FOR 
RECOUPING EXCESSIVE PROFITS THAT HAD BEEN RECEIVED BY 
CONTRACTORS. STATUTORY RENEGOTIATION WAS LIKEWISE ENACTED DURING 
THE KOREAN CONFLICT AND BECAME KNOWN AS THE RENEGOTIATION ACT OF 
I95I. THE CONCEPT OF STATUTORY RENEGOTIATION WAS LATER APPLIED 
TO THE PEACETIME BUSINESS ENVIRONMENT. THE RENEGOTIATION ACT OF 
1951 WAS EXTENDED BY CONGRESS 13 TIMES, BUT ULTIMATELY IT WAS 
ALLOWED TO EXPIRE ON SEPTEMBER 30, 1976. THE OPERATIONS OF THE 
RENEGOTIATION BOARD, CREATED UNDER THE 1951 ACT, WERE TERMINATED 
IN 1979. 
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THE MMECOTIATIOll BOARD 

THE RENEGOTIATION ACT REQUIRED A CONTRACTOR WITH REQUISITE 
"RENEGOTIABLE SALES" TO SUBMIT ANNUAL REPORTS TO THE 
RENEGOTIATION BOARD. THE BOARD THEN ASSESSED THE CONTRACTOR'S 
AGGREGATE PROFIT, USING SEVERAL QUANTITATIVE AND QUALITATIVE 
FACTORS. A DETERMINATION OF EXCESSIVE PROFITS WAS MADE USING ONE 
OF TWO METHODS: BY AGREEMENT OR BY ORDER. THE BOARD'S OBJECTIVE 
WAS TO REACH AGREEMENT WITH THE CONTRACTOR ON EXCESSIVE PROFITS. 
WHEN BY ORDER DETERMINATIONS WERE NECESSARY. THE CONTRACTOR COULD 
OBTAIN A REDETERMINATION BY FILING A PETITION TO THE UNITED 
STATES TAX COURT. IN 1971, JURISDICTION WAS TRANSFERRED TO THE 
UNITED STATES COURT OF CLAIMS. 

THERE HAS BEEN A CONSIDERABLE AMOUNT OF TESTIMONY OFFERED IN 
THE PAST AS TO WHY THE RENEGOTIATION ACT OF 1951 WAS NOT EXTENDED 
BY CONGRESS IN 1976 AND WHY THE BOARD WAS TERMINATED IN 1979. 
THE MAJOR REASON CITED WAS THAT THE ACT HAD CEASED TO BE COST 
EFFECTIVE. THE BOARD'S 23RD REPORT TO CONGRESS ON OCTOBER 16, 
1978, SHOWED THAT THE BOARD COST ROUGHLY $6 MILLION DOLLARS A 
YEAR TO OPERATE. THE COSTS TO THE DEFENSE INDUSTRY TO MAINTAIN 
THE NECESSARY ACCOUNTING RECORDS, TO SUBMIT FINANCIAL REPORTS TO 
THE BOARD, TO RESPOND TO INQUIRIES OF THE BOARD, AND TO PROCESS 
APPEALS WERE NOT PRECISELY KNOWN BUT WERE BELIEVED TO BE HIGH. 
IN TESTIMONY IN 1981 BEFORE THE PROCUREMENT AND MILITARY NUCLEAR 
SYSTEMS SUBCOMMITTEE, HOUSE OF REPRESENTATIVES COMMITTEE ON ARMED 
SERVICES, THE FORMER DIRECTOR OF OPERATIONS OF THE RENEGOTIATION 
BOARD ESTIMATED SUCH COSTS TO BE $20,000 PER YEAR FOR EACH 
AFFECTED COMPANY. HE EQUATED THIS TO $100 MILLION FOR THE 
DEFENSE INDUSTRY ANNUALLY. 
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DURING ITS 26 YEAR LIFE, THE BOARD MADE DETERMINATIONS OF 
EXCESSIVE PROFITS TOTALLING $1.4 BILLION, MORE THAN HALF OF WHICH 
WAS MADE DURING THE BOARD'S FIRST 7 YEARS (1953 TO 1959). THE 
$1.4 BILLION DID NOT INCLUDE DEDUCTION FOR FEDERAL INCOME AND 
EXCESS PROFITS TAXES. ACCORDING TO THE BOARD'S 1978 ANNUAL 
REPORT, AFTER THESE DEDUCTIONS THE NET DETERMINATIONS FOR THE 26 
YEARS WAS $576 MILLION. PRIOR TESTIMONY ALSO REVEALED THAT THE 
NUMBER OF "BY ORDER" DETERMINATIONS HAD INCREASED IN PROPORTION 
TO THE "BY AGREEMENT" DETERMINATIONS. FOR EXAMPLE, BY DOLLAR 
VALUE, 78 t OF THE DETERMINATIONS IN 1978 WERE "BY ORDER," AS 
OPPOSED TO A 26 YEAR AVERAGE OF 37 t. FINALLY, THE PERCENTAGE OF 
REDETERMINATIONS SOUGHT BY THE CONTRACTORS ROSE AND THE RATE OF 
RENEGOTIATION BOARD DETERMINATIONS SUSTAINED BY THE COURTS FELL. 
THE REASON GIVEN FOR THE LOW SUSTENSION RATE WAS THE TRANSFER fN 
JURISDICTION OVER APPEALS FROM THE UNITED STATES TAX COURT TO THE 
UNITED STATES COURT OF CLAIMS. THIS WAS SEEN TO HAVE RESULTED IN 
A SHIFT IN THE BURDEN OF PROOF FROM THE CONTRACTOR TO THE 
GOVERNMENT. 

CURRENT LEGISLATIVE AND REGULATORY CONTROLS 

WHERE THE RENEGOTIATION ACT OF 1951 DEALT WITH SYMPTOMS, 
OTHER ACTIONS SINCE HAVE DEALT WITH THE CAUSES .• LET ME REVIEW A 
FEW OF THE MAJOR ONES: 
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D^glSlpAT^Vl^ ACTIONS 

PUBLIC LAW 87-6S3, "TRUTH IN NEGOTIATIONS ACT" (1962) 

THIS ATTEMPTED TO PLACE THE CONTRACTING OFFICER AND THE 
CONTRACTOR ON AN EQUAL FOOTING IN NEGOTIATING CONTRACT PRICE. 
THE ACT REQUIRES PRIME CONTRACTORS AND SUBCONTRACTORS TO SUBMIT 
COST OR PRICING DATA TO THE CONTRACTING OFFICER THAT IS CERTIFIED 
TO BE CURRENT, ACCURATE, AND COMPLETE PRIOR TO THE AWARD OF 
CERTAIN NEGOTIATED CONTRACTS EXPECTED TO EXCEED $100,000. THE 
ACT ALSO PROVIDES THE CONTRACTING OFFICER THE UNILATERAL RIGHT TO 
ADJUST A CONTRACT PRICE DOWNWARD IF THE COST OR PRICING DATA 
SUBMITTED BY THE CONTRACTOR IS SUBSEQUENTLY DETERMINED TO BE 
DEFECTIVE. THE DEFENSE CONTRACT AUDIT AGENCY REGULARLY PERFORMS 
DEFECTIVE PRICING AUDITS IN ORDER TO ASSURE THAT THERE WAS "TRUTH 
IN NEGOTIATIONS." IT SHOULD BE RECOGNIZED THAT THE SUBMISSION OF 
DEFECTIVE COST OR PRICING DATA CAN BE A PRIME CAUSE OF EXCESSIVE 
PROFIT. THAT IS, IF NEGOTIATED COSTS ARE ARTIFICIALLY HIGH 
BECAUSE OF INACCURATE COST OR PRICING DATA, THIS CAN RESULT IN AN 
UNDERRUN WHICH PRODUCES A HIGHER PROFIT. OUR IMPLEMENTATION OF 
THE ACT COVERS THE ENTIRE CONTRACTING SPECTRUM FROM PRE-PROPOSAL 
EFFORT THROUGH THE PERIOD AFTER CONTRACT AWARD. THESE AREAS ARE 
BRIEFLY ADDRESSED BELOW IN ORDER TO PROVIDE A BETTER 
UNDERSTANDING OF BOTH THE IMPLEMENTATION OF THE ACT AND THE 
PROTECTION THE ACT PROVIDES. 
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PM-»0>OSAL EPFCMtT 

PRIOR TO REQUESTING A PRICE PROPOSAL FROM A CONTRACTOR, THE 
CONTRACTING OFFICER PREPARES A DOCUMENT TITLED "REQUEST FOR 
PROPOSALS." DETAILED INSTRUCTIONS ON THE PREPARATION OF THIS 
DOCUMENT ARE INCLUDED IN OUR REGULATIONS. THESE INSTRUCTIONS TO 
THE CONTRACTING OFFICER PROVIDE GUIDANCE TO INSURE THAT ANY 
SUBSEQUENT CONTRACT COMPLIES WITH ALL APPLICABLE LAWS AND 
REGULATIONS. FOR EXAMPLE, WITH RESPECT TO P.L. 87-653 THE REQUEST 
FOR PROPOSAL WILL INCLUDE A DESCRIPTION OF ANY INFORMATION 
REQUIRED FROM THE OFFEROR TO SUPPORT PROPOSED PRICES. IT WILL 
NOTIFY THE OFFEROR OF THE REQUIREMENT THAT COST OR PRICING DATA 
MUST BE CERTIFIED AND IDENTIFY CONTRACT CLAUSES; SUCH AS, PRICE 
REDUCTION FOR DEFECTIVE PRICING AND THE AUDIT BY DEPARTMENT OF 
DEFENSE CLAUSE. 

yyOPO$A^ EYAWATIOM EFFORT 

AFTER RECEIPT OF THE CONTRACTOR'S PROPOSAL, THE CONTRACTING 
OFFICER INITIATES THE PROPOSAL EVALUATION PROCESS. THE BASIC 
POLICY OF THE DOD IS TO PROCURE SUPPLIES AND SERVICES FROM 
RESPONSIVE AND RESPONSIBLE SOURCES AT FAIR AND REASONABLE PRICES 
CALCULATED TO RESULT IN THE LOWEST OVERALL COST TO THE GOVERNMENT. 
TO ACHIEVE THIS OBJECTIVE, THE CONTRACTING OFFICER MUST ADHERE TO 
OUR POLICIES AND PROCEDURES WHICH ARE DESIGNED TO PROVIDE THE 
FRAMEWORK FOR A COMPREHENSIVE EVALUATION OF THE CONTRACTOR'S 
PROPOSAL. PRIOR TO NEGOTIATION OF A CONTRACT OR MODIFICATION 



Digitized by 



Google 



37 



RESULTING FROM A PROPOSAL IN EXCESS OF $100,000, WHEN THE PRICE 
IS BASED ON COST OR PRICING DATA SUBMITTED BY THE CONTRACTOR, THE 
CONTRACTING OFFICER SHALL REQUEST AN ADVISORY FIELD PRICING 
REPORT. THE FIELD PRICING REPORT WILL INCLUDE BOTH A DCAA AUDIT 
REPORT ON THE COST AND FINANCIAL ASPECTS OF THE PROPOSAL, AND AN 
ENGINEERING EVALUATION REPORT COVERING THE QUANTITATIVE FACTORS IN 
THE PROPOSAL: SUCH AS, THE NEED FOR THE QUANTITIES AND SKILL MIX 
OF LABOR HOURS, TYPES AND QUANTITIES OF MATERIALS, NEED FOR 
COMPUTER TIME, ETC. 

IF THE PROPOSAL IS LESS THAN $100,000 THE CONTRACTING 
OFFICER HAS THE OPTION OF REQUESTING A FIELD PRICING REPORT OR 
PERFORMING THE REQUIRED ANALYSIS HIMSELF. UNDER EITHER SCENARIO, 
THE CONTRACTING OFFICER IS RESPONSIBLE TO ASSURE THAT A PROPER 
ANALYSIS OF THE CONTRACTOR'S PROPOSAL HAS BEEN ACCOMPLISHED. 

CONTRACT NEGOTIATION PHASE 

THE PRICE NEGOTIATION PHASE OF THE PROCUREMENT CYCLE IS 
GENERALLY THOUGHT TO INCLUDE ESTABLISHING THE PRICE OBJECTIVE, 
OBTAINING MANAGEMENT APPROVAL OF THE PRICE OBJECTIVE, RESOLVING 
DIFFERENCES OVER SUBSTANTIAL QUESTIONED OR UNRESOLVED COSTS IN 
THE AUDIT REPORT, CONDUCTING THE NEGOTIATION CONFERENCE, REACHING 
AGREEMENT ON PRICE, OBTAINING A CERTIFICATE OF CURRENT COST OR 
PRICING DATA, AND PREPARING A RECORD OF THE NEGOTIATIONS. 

ONCE THE PCO ESTABLISHES THE PRICE NEGOTIATION OBJECTIVE, 
SOUND BUSINESS PRACTICE REQUIRES THAT THE CONTRACTING OFFICER 
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OBTAIN APPROVAL OF THIS OBJECTIVE FROM MANAGEMENT. THIS STEP IS 
CONDUCTED SO THAT MANAGEMENT CAN BE ASSURED THAT THE CONTRACTING 
OFFICER HAS DONE A THOROUGH JOB OF SECURING AND EVALUATING COST OR 
PRICING DATA IN SUPPORT OF THE CONTRACTOR'S PROPOSAL AND IS 
ENTERING INTO NEGOTIATION WITH A WELL -CONCEIVED, REALISTIC AND FAIR 
PLAN. 

WHEN THE CONTRACT PRICE IS AGREED TO BY THE PARTIES, THE 
CONTRACTING OFFICER REQUIRES THE CONTRACTOR TO CERTIFY THAT THE 
COST OR PRICING DATA SUBMITTED ARE ACCURATE, COMPLETE AND CURRENT. 

AT THE CONCLUSION OF EACH NEGOTIATION, THE CONTRACTING OFFICER 
PREPARES A PRICE NEGOTIATION MEMORANDUM. THIS RECORD OF 
NEGOTIATIONS SETS FORTH THE PRINCIPAL ELEMENTS OF THE PRICE 
NEGOTIATION FOR INCLUSION' IN* THE CONTRACT FILE AND FOR THE USE OF 
ANY REVIEWING AUTHORITIES. THIS MEMORANDUM IS PREPARED IN 
SUFFICIENT DETAIL TO REFLECT THE MOST SIGNIFICANT CONSIDERATIONS 
CONTROLLING THE ESTABLISHMENT OF THE CONTRACT PRICE. A COPY OF. 
THIS MEMORANDUM IS PROVIDED TO THE COGNIZANT ACO AND AUDITOR. 

PO$T AMA^^ PpASg 

NEXT IS THE POST-AWARD PHASE WHICH INCLUDES THE GOVERNMENT'S 
REMEDY IN THE EVENT IT FOUND THAT COST OR PRICING DATA WAS NOT 
ACCURATE, COMPLETE AND CURRENT AS STIPULATED BY THE CERTIFICATE OF 
CURRENT COST OR PRICING DATA. IF CERTIFIED COST OR PRICING DATA 
ARE SUBSEQUENTLY FOUND TO HAVE BEEN INACCURATE, INCOMPLETE OR 
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NONCURRENT AS OF THE EFFECTIVE DATE OF THE CERTIFICATE, THE 
GOVERNMENT IS ENTITLED TO AN ADJUSTMENT OF THE NEGOTIATED PRICE, 
INCLUDING PROFIT OR FEE, TO EXCLUDE ANY SIGNIFICANT SUM BY WHICH 
THE PRICE WAS INCREASED BECAUSE OF THE GOVERNMENT'S RELIANCE IN 
NEGOTIATIONS ON THE DEFECTIVE DATA. 

WE RELY PRIMARILY ON THE DEFENSE CONTRACT AUDIT AGENCY (DCAA) 
TO AUDIT CONTRACTS SUBJECT TO THE TRUTH IN NEGOTIATIONS ACT FOR 
THE PURPOSE OF DETERMINING IF THE GOVERNMENT IS ENTITLED TO A 
PRICE ADJUSTMENT UNDER THE ACT. DCAA, THROUGH ITS REGULARLY 
SCHEDULED AUDIT PLAN, AUDITS THESE CONTRACTS AND ISSUES AUDIT 
REPORTS TO THE CONTRACTING OFFICERS WHERE DEFECTIVE PRICING IS 
INDICATED. 

WHEN THE CONTRACTING OFFICER CONCLUDES THAT DEFECTIVE PRICING 
EXISTS, A CONTRACT PRICE ADJUSTMENT IN THE AMOUNT BY WHICH THE 
DEFECTIVE DATA CAUSED AN INCREASE TO THE CONTRACT PRICE IS 
REQUESTED OF THE CONTRACTOR. IF THIS IS NOT ACCEPTED BY THE 
CONTRACTOR, THE CONTRACTOR MAY FURNISH ADDITIONAL INFORMATION THAT 
MAY NOT HAVE BEEN AVAILABLE TO THE CONTRACTING OFFICER IN REACHING 
HIS POSITION ON THE ADJUSTMENT FOR DEFECTIVE PRICING. UTILIZING 
ALL AVAILABLE INFORMATION, THE CONTRACTING OFFICER WILL NORMALLY 
ATTEMPT TO NEGOTIATE A FAIR AND EQUITABLE SETTLEMENT WITH THE 
CONTRACTOR. AS IS THE CASE WITH MANY TYPES OF DISAGREEMENTS 
BETWEEN TWO PARTIES, THE UNDERLYING FACTS ARE NOT ALWAYS CLEARLY 
TO THE ADVANTAGE OF EITHER PARTY. IF THE PARTIES ARE UNABLE TO 
ARRIVE AT A MUTUALLY SATISFACTORY SETTLEMENT, THE CONTRACTING 
OFFICER WILL ISSUE A FINAL DECISION ON THE CASE. THE CONTRACTOR 



Digitized by 



Google 



40 



THEN HAS THE OPTION OF ACCEDING TO THE FINAL DECISION OF THE 
CONTRACTING OFFICER OR IT MAY APPEAL THE DECISION TO THE ARMED 
SERVICES BOARD OF CONTRACT APPEALS OR FILE A SUIT AS PROVIDED BY 
THE CONTRACT DISPUTES ACT OF 1978 (P.L. 95-563). ISSUANCE OF A 
FINAL DECISION WITH THE POSSIBILITY OF SUBSEQUENT LITIGATION IS 
SOMETHING THAT IS NOT DONE IN DOD WITHOUT CAREFUL ANALYSIS AND 
LEGAL COUNSEL. WE RELY VERY HEAVILY ON OUR LEGAL COUNSEL 
THROUGHOUT THIS ENTIRE PROCESS. OFTEN TIMES, COUNSEL ADVISES THE 
PCO THAT IT WOULD BE IN THE BEST INTERESTS OF THE GOVERNMENT TO 
NEGOTIATE A SETTLEMENT RATHER THAN HAVING TO LITIGATE THE ISSUE 
DUE TO THE FACTS AND CIRCUMSTANCES INVOLVED IN THE CASE. 

ONCE THE DEFECTIVE PRICING CASE IS SETTLED OUR REGULATION 
REQUIRES THE CONTRACTING OFFICER TO PREPARE A MEMORANDUM ON THE 
AUDIT REPORT INDICATING HOW THE ISSUE WAS RESOLVED. A COPY OF 
THIS MEMORANDUM IS FORWARDED TO THE AUDITOR ISSUING THE AUDIT 
REPORT AND TO THE COGNIZANT ADMINISTRATIVE CONTRACTING OFFICER. 

ACCORDING TO DEFENSE CONTRACT AUDIT AGENCY STATISTICS, PRICE 
ADJUSTMENTS MADE UNDER THIS ACT OVER THE PAST FIVE YEARS HAVE 
TOTALLED $300 MILLION. 

PffgmC lAW 91-279, "CQ^T ACCQWTING yrAWARff?" (1970) 

THIS ACT ESTABLISHED STANDARDS TO BE USED IN COSTING DEFENSE 
CONTRACTS. DURING ITS OPERATION, THE COST ACCOUNTING STANDARDS 
BOARD PROMULGATED 19 STANDARDS TO ASSURE ACCURATE, CONSISTENT, 
AND EQUITABLE CHARGING OF COSTS TO DEFENSE CONTRACTS. THESE 
STANDARDS ALSO REQUIRE CONTRACTORS TO USE ESTIMATING SYSTEMS THAT 
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WERE IDENTICAL TO THE ACCOUNTING SYSTEMS. IF THE CONTRACTOR IS 
FOUND TO BE IN NONCOMPLIANCE WITH THESE STANDARDS, THE 
CONTRACTING OFFICER HAS THE UNILATERAL RIGHT TO PRICE 
ADJUSTMENTS. ALTHOUGH THE BOARD DISCONTINUED OPERATIONS IN 1980, 
THE STANDARDS REMAIN APPLICABLE TO DEFENSE CONTRACTING. 

PUBLIC LAW 9S-142. "INSPECTOR GENERAL ACT" (1978) 

THE OFFICE OF THE INSPECTOR GENERAL WAS ESTABLISHED FOR THE 
PURPOSE OF INCREASING ECONOMY AND EFFICIENCY. WITHIN THE 
DEPARTMENT OF DEFENSE, THE INSPECTOR GENERAL HAS A STAFF OF 
PROFESSIONALS WHO REGULARLY PERFORM AUDITS AND INSPECTIONS IN 
MANY AREAS, INCLUDING PROCUREMENT. EVEN THOUGH IT IS A 
RELATIVELY NEW FUNCTION, THE INSPECTOR GENERAL HAS ALREADY MADE 
SUBSTANTIAL CONTRIBUTIONS TO THE PROCUREMENT PROCESS. 

REGyipATORT AqTIOIfS 

WEIGHTED GOIDELIWES METHOD (1964) 

THIS METHOD PROVIDES CONTRACTING OFFICERS WITH A UNIFORM 
APPROACH TO ESTABLISHING PRENEGOTIATION PROFIT OBJECTIVES. IT 
REQUIRES USE OF A STANDARDIZED FORM (DD FORM 1547) FOR ANALYZING 
PROFIT ON AN ELEMENT-BY-ELEMENT BASIS WHICH TAKES INTO ACCOUNT 
THE CONTRACTOR'S TECHNICAL RISK, COST RISK, AND AMOUNT OF 
FACILITIES CAPITAL EMPLOYED. THE WEIGHTED GUIDELINES METHOD 
PROVIDES FOR A GREATER DEGREE OF CONTROL OVER CONTRACT PROFIT. 
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IN ADDITION, FOR MOST NEGOTIATED CONTRACTS, CONTRACTING OFFICERS 
ARE REQUIRED TO SUBMIT A REPORT ON NEGOTIATED PROFIT (DD FORM 
1499) TO A CENTRAL DATA BANK. THIS PROVIDES THE DEPARTMENT OF 
DEFENSE A STATISTICAL DATA BASE FOR REVIEWING TRENDS. 

DEFEMSB CONTRACT AODIT AGENCY (196S) 

A SEPARATE CONTRACT AUDIT AGENCY WAS ESTABLISHED in 1965. 
CONTRACT AUDITORS ARE HEAVILY INVOLVED IN ALL FACETS OF CONTRACT 
PRICING AS THEY ARE THE PRINCIPAL FINANCIAL ADVISORS TO THE 
CONTRACTING OFFICER. THE DEPARTMENT HAS INSTALLED SEVERAL 
REQUIREMENTS WHICH GIVE THE AUDITOR A LARGE ROLE IN ASSURING THAT 
CONTRACT PRICES ARE FAIR AND REASONABLE. IN ADDITION, THE 
PERSONNEL STRENGTH OF THE AGENCY HAS INCREASED BY 301 DURING THE 
PAST THREE YEARS, WITH ANOTHER 220 AUDITORS ESTIMATED FOR 1986. 

COST iiONITORING RBVIEII PROCatAM (1978) 

THIS PROGRAM CONSTITUTED A SIGNIFICANT ADVANCEMENT IN THE 
GOVERNMENT'S SURVEILLANCE OVER CONTRACTOR INDIRECT EXPENSES. A 
FORMAL GOVERNMENT PROGRAM IS REQUIRED AT CONTRACTOR LOCATIONS 
WHERE (1) SALES ON FLEXIBLY PRICED CONTRACTS SUCH AS FIXED PRICE 
INCENTIVE CONTRACTS, EXCEED $50 MILLION, (2) THE GOVERNMENT'S 
SHARE OF THE CONTRACTOR'S BUSINESS IS AT LEAST 501, AND (3) THERE 
IS A LOCAL CONTRACT ADMINISTRATION OFFICE. COST MONITORING 
REVIEWS ARE PERFORMED TO IDENTIFY CONTRACTOR INEFFICIENCIES, AND 
IF WARRANTED, A NOTICE OF INTENT TO DISALLOW COSTS MAY BE ISSUED 
BY THE CONTRACTING OFFICER. 
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OVERALL ASSESSMENT 

IN 1976 CONGRESS DECIDED THAT STATUTORY RENEGOTIATION WAS NO 
LONGER NECESSARY. THE MARGINAL BENEFITS OVER EXISTING CONTROLS 
WERE NOT WORTH THE ASSOCIATED COSTS. 

STATUTORY RENEGOTIATION APPEALS TO SOME BECAUSE IT IS 
SUPPOSED TO CREATE A STRUCTURE WHICH GIVES THE PUBLIC CONFIDENCE 
THAT EXCESSIVE PROFITS WILL NOT BE PAID TO DEFENSE CONTRACTORS. 
THE GOVERNMENT WOULD BE ABLE TO TAKE BACK WHATEVER PROFITS WERE 
DEEMED EXCESSIVE AND NOT JUST ON AN AGGREGATE FISCAL YEAR BASIS 
AS UNDER THE RENEGOTIATION ACT OF 1951. CURRENT PROPOSALS WOULD 
ALLOW DETERMINATIONS TO BE MADE ON A DIVISION-BY-DIVISION, 
PRODUCT-BY-PRODUCT BASIS. LOW PROFITS OR LOSSES ON ONE PRODUCT 
COULD NOT BE NETTED AGAINST GAINS ON ANOTHER PRODUCT WHICH 
YIELDED HIGHER PROFITS. ALTHOUGH THERE MAY BE LIMITED APPEAL 
FROM AN APPEARANCE STANDPOINT, THERE ARE OTHER CONSIDERATIONS 
THAT ARGUE AGAINST REESTABLISHING THE RENEGOTIATION BOARD. 

FIRST, ARE THERE EXCESSIVE PROFITS? A RECENT 18-MONTH STUDY 
PERFORMED UNDER THE DIRECTION OF THE DEPUTY SECRETARY, CALLED 
"THE DEFENSE FINANCIAL AND INVESTMENT REVIEW (DFAIR)" CONCLUDED: 

"IN GENERAL, THE DFAIR ANALYSIS ... ARRIVED AT THE 
CONCLUSION THAT OUR CURRENT CONTRACT PRICING, FINANCING AND 
MARKUP POLICIES ARE BALANCED, ARE PROTECTING THE INTERESTS OF THE 
TAXPAYER, AND ARE ENABLING U. S. INDUSTRY TO ACHIEVE AN EQUITABLE 
RETURN FOR THEIR INVOLVEMENT IN DEFENSE BUSINESS." A COPY OF THE 
COMPLETE DFAIR STUDY HAS BEEN SUBMITTED TO THE SUBCOMMITTEE 
STAFF. 
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SECOND, THERE IS A MAJOR QUESTION ON THE FAIRNESS OF A 
DIVISION-BY-DIVISION, PRODUCT- BY- PRODUCT APPLICATION OF EXCESSIVE 
PROFIT DETERMINATIONS. IT IS A FUNDAMENTAL BUSINESS CONCEPT TO 
DIVERSIFY PRODUCT LINES IN ORDER TO SPREAD RISK. A NATIONAL 
POLICY FOR NOT ALLOWING LOSSES OR LOW PROFITS INCURRED ON ONE 
DEFENSE CONTRACT TO BE NETTED AGAINST PROFITS OF ANOTHER MAY WORK 
AGAINST THE PUBLIC INTEREST. IT WOULD CERTAINLY HAVE THE 
POTENTIAL FOR AFFECTING A CONTRACTOR'S MOTIVATION TO CONTROL 
COSTS, AND IT MAY AFFECT OTHER CONTRACT PERFORMANCE ELEMENTS LIKE 
DELIVERY SCHEDULES, QUALITY, CAPITAL INVESTMENT, ETC. THIS 
ASPECT OF STATUTORY RENEGOTIATION DESERVES SERIOUS ANALYSIS. 

FINALLY, THERE IS THE QUESTION OF MARGINAL BENEFIT OF 
STATUTORY RENEGOTIATION OVER ITS MARGINAL COST. CURRENT CONTROLS 
ENACTED BY CONGRESS, ADOPTED BY THE EXECUTIVE BRANCH, OR 
IMPLEMENTED AS DEPARTMENTAL POLICY PROVIDE ADEQUATE CONTROL OVER 
EXCESSIVE PROFIT. 

IN SUMMARY, I THANK THE SUBCOMMITTEE FOR ALLOWING THE 
DEPARTMENT TO PRESENT THOUGHTS ON STATUTORY RENEGOTIATION. 
ALTHOUGH WE OPPOSE THE PRESENT LEGISLATIVE PROPOSALS, WE DO NOT 
WANT CONTRACTORS TO RECEIVE EXCESSIVE PROFITS AND WILL DO 
WHATEVER IS NECESSARY TO SEE THAT IT DOES NOT HAPPEN. 

MR. CHAIRMAN, THIS CONCLUDES MY STATEMENT. 
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Chairman Hubbard. Thank you very much, Eleanor Spector. 

Accompanying you from the Defense Department are representa- 
tives from the Anny, Air Force, Navy, and Defense Contract Audit 
Agency, who will be available to answer any questions? 

Ms. Spector. Yes, sir. 

Chairman Hubbard. About specific projects in which the Mem- 
bers are interested? 

Ms. Spector. Yes. 

Chairman Hubbard. Now we will call on Paul Math to be our 
next witness. 

STATEMENT OF PAUL F. MATH, ASSOCIATE DIRECTOR, NATION- 
AL SECURITY AND INTERNATIONAL AFFAIRS DIVISION, U.S. 
GENERAL ACCOUNTING OFFICE 

Mr. Math. Thank you, Mr. Chairman. 

First of all, Clark Adams, a group director in our organization, is 
also with me and will be available during the question and answer 
period to answer any of your questions. 

First of all, I am pleased to appear before the subcommittee to 
discuss H.R. 3020, the War Profiteering Prohibition Act of 1985, a 
bill to revise and reinstate the Renegotiation Act of 1951. 

As Mr. Bowsher indicated in his testimony before this subcom- 
mittee on March 21, 1984, we are concerned about the increase in 
defense spending and the ability of the Department of Defense to 
ensure that contractor profit levels are fair and equitable. At that 
time, we reported that the net value of DOD prime contracts had 
risen from $32.5 billion in 1974 to $120 billion in 1983. In 1984, the 
figure had risen to $125 billion. This procurement figure has con- 
tinued to rise. DOD's authorization for procurement in 1985 was 
$131 billion and the proposed procurement authorization for 1986 is 
$132 billion. 

I am sure we all agree that defense contractors should be allowed 
to make an appropriate level of profit on these procurements. How- 
ever, the appropriate level of profits on Government contracts has 
long been a subject of debate. In these debates, there is a clear un- 
derstanding that contractors must anticipate earning an adequate 
profit before they will invest shareholder resources to perform Gov- 
ernment contracts. It is generally agreed that profits earned by 
contractors under defense contracts have a significant effect on our 
defense industrial base. 

In the mid-1970's, DOD was concerned with what was believed to 
be unacceptably low levels of investment by defense contractors. 
Some believed that the low profits awarded on Government con- 
tracts caused this lack of investment. In May 1975, the Deputy Sec- 
retary of Defense directed a major study of capital investment, 
profit and productivity. This study, known as Profit 76, set out to 
develop policy revisions that would encourage contractors to invest 
in capital assets which would reduce production costs. 

The study resulted in adjustments to the weighted guidelines 
used by contracting officers to establish Government negotiating 
positions. These adjustments reduced the percent of profit based on 
cost and created a profit factor on the capital facilities devoted to 
the contract. By making these changes, DOD believed it was creat- 
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ing appropriate incentives for contractors to invest in productivity 
enhancing capital facilities. 

Because of the significant increase in defense spending and our 
concern that this buildup not result in excessive profits, we, along 
with others, recommended that DOD conduct another comprehen- 
sive review of its profit policy. This study, as Eleanor mentioned, 
entitled "Defense Financial Aiid Investment Review," DFAIR, was 
announced by the Deputy Secretary of Defense in December 1983. 
While DOD's intent was to conduct a study along the lines of Profit 
'76, the effort was somewhat broader in scope in that it examined 
DOD financing and pricing policies as well as their appropriate in- 
tegration with profit policy. 

That study has now been completed, and we, at the request of 
several congressional committees, recently initiated our review of 
the adequacy of the study, the validity of its findings, and the ap- 
propriateness of its recommendations. We expect to issue our 
report next year. 

The legislation we are addressing today would reauthorize the 
Renegotiation Act of 1951 with a termination date of September 30, 
1988. It would also amend the act to require the Contract Renegoti- 
ation Board to renegotiate all contracts and subcontracts by divi- 
sion, and by major product line within a division, of the contractor 
or subcontractor. 

We share the concern implicit in this bill regarding the level of 
contractor profits. However, we believe that rather than reinstat- 
ing the Renegotiation Act of 1951, legislation requiring periodic 
studies of contractor profit should be enacted. The legislation 
should provide that the studies be based on data provided through 
a mandatory defense contractor profitability reporting system. 

The periodic studies should be designed to provide the informa- 
tion necessary to guide overall DOD profit policy. We believe this is 
preferable to reestablishing a renegotiation board, even one de- 
signed to renegotiate by contractor division and product line, be- 
cause: 

First. A renegotiation board takes back profits already negotiat- 
ed and earned by contractors, and our recommended profit policy 
based on regular and mandatory reporting should be designed to 
provide contractors with an appropriate level of profits in the first 
place. 

Second. A renegotiation board would require contractors to file 
financial data which may be very similar to the data provisions we 
envision under a periodic profit reporting system. However, our 
suggested solution would use this data for a prospective, forward- 
looking approach to adjusting contractor profit. 

As mentioned earlier, DOD's comprehensive review of its pricing, 
financing and profit policy, DFAIR, is now complete. One of our 
concerns about the validity of this study is that it is based on unau- 
dited data voluntarily submitted by defense contractors. We cau- 
tioned that such unaudited data may not be a satisfactory basis for 
a reliable profitability analysis. Decisions regarding long-term DOD 
profit policy which are based on voluntary, and possibly incomplete 
data, will suffer from inherent weaknesses. 

In our November 9, 1984, letter we recommended that a require- 
ment for periodic profit studies, based on regularly reported data 
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on defense contract profitability, be established. The fundamental 
areas to be addressed in these periodic studies would include: First, 
the actual profits earned and level of investment imder defense 
contracts: second, how the profitability and investment behavior of 
defense contractors compares with firms in other industries and 
with the private sector as a whole; and third, whether variations 
between the profitability of defense contracts and other industries 
are justified given the circumstances. 

The periodic studies would allow DOD to make continuing ad- 
justments in its profit policy on a regular basis rather than make 
major changes every 10 years. 

The studies would be based on data developed from a mandatory 
profitability reporting system. This would require annual reporting 
of profitability by contractor segments engaged in defense work. 
The reports would be reconcilable to the corporate financial state- 
ments and would be reviewed by the company's certified public ac- 
counting firm. Once operational, this reporting S3rstem would jdeld 
reliable information on the profitability of defense work which 
would make meaningful periodic studies possible. 

If the overall profit policy that develops out of the DFAIR profit 
study is structured correctly, if a requirement for mandatory 
annual reporting is established, and if periodic reviews are made to 
validate the results being obtained by the policy, DOD will be able 
to monitor profits on a continuing and timely basis, and make the 
policy adjustments that are necessary to ensure that profits remain 
at reasonable levels. 

In conclusion, let me say again that we share your concerns that 
defense contractor profits should be at an appropriate level. How- 
ever, we believe the way to address this issue is to establish a sys- 
tematic procedure to periodically review and, if necessary, alter 
DOD's overall profit policy, rather than reestablishing the Contract 
Renegotiation Board. 

Mr. Chairman and members, this concludes my statement. 

[The prepared statement of Mr. Math follows:] 
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Statement of Paul F. Math, Associate Director, National Security and 
International Affairs Division, U.S. General Accounting Office 

Mr. Chairman and Members o£ the Subcommittee: 



I am pleased to appear before the Subcommittee to discuss 
U.R. 3020, the "War Profiteering Prohibition Act of 1985", a 
bill to revise and reinstate the Renegotiation Act of 1951. 

As Mr. Bowsher indicated in his testimony before this 
Subcommittee on March 21, 1984, we are concerned about the 
increase in defense spending and the ability of the Department 
of Defense (DOD) to ensure that contractor profit levels are 
fair and equitable. At that time, we reported that the net 
value of DOD prime contracts had risen from $32.5 billion in 
1974 to $120 billion in 1983. In 1984 the figure had risen to 
$125 billion. This procurement figure has continued to rise. 
DOD*s authorization for procurement in 1985 was $131 billion and 
the proposed procurement authorization for 1986 is $132.7 
billion. 

I am sure we would all agree that defense contractors 
should be allowed to make an appropriate level of profit on 
these procurements. However, the appropriate level of profits 
on government contracts has long been a subject of debate. In 
these debates, there is a clear understanding that contractors 
must anticipate earning an adequate profit before they will 
invest shareholder resources to perform government contracts. 
It is generally agreed that profits earned by contractors under 
defense contracts have a significant effect on our defense 
industrial base. 
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In the mid-1970s, OOD was concerned with what was believed 
to be unacceptably low levels of investment by defense 
contractors. Some believed that the low profits awarded on 
government contracts caused this lack of investment. In May 
1975, the Deputy Secretary of Defense directed a major study of 
capital investment, profit, and productivity. This study, known 
as Profit *76, set out to develop policy revisions that would 
encourage contractors to invest in capital assets which would 
reduce production costs. The study resulted in adjustments to 
the weighted guidelines used by contracting officers to 
establish government negotiating positions. These adjustments 
reduced the percent of profit based on cost and created a profit 
factor on the capital facilities devoted to the contract. By 
making these changes, DOD believed it was creating appropriate 
incentives for contractors to invest in productivity enhancing 
capital facilities. 

Because of the significant increase in defense spending and 
our concern that this buildup not result in excessive profits, 
we, along with others, recommended that DOD conduct another 
comprehensive review of its profit policy. This study, entitled 
Defense Financial and Investment Review (DFAIR), was announced 
by the Deputy Secretary of Defense in December 1983. While 
DOD*s intent was to conduct a study along the lines of 
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Profit '76, the effort was somewtrat broader in scope in that it 
examined DOD financing and pricing policies as well as their 
appropriate integration with the profit policy. 

That study has now been completed, and we, at the request 
of several congressional committees, recently initiated our 
review of the adequacy of the study, the validity of its 
findings, and the appropriateness of its recommendations. He 
expect to issue our report next year. 

The legislation \m are addressing today would reauthorize 
the Renegotiation Act of 1951 with a termination date of 
September 30, 1988. It would also amend the act to require the 
Contract Renegotiation Board to renegotiate all contracts and 
subcontracts by division, and by major product line within a 
division, of the contractor or subcontractor. 

We share the concern implicit in this bill regarding the 
level of contractor profits. However, we believe that rather 
than reinstating the Renegotiation Act of 1951, legislation 
requiring periodic studies of contractor profit should be 
enacted. The legislation should provide that the studies be 
based on data provided through a mandatory defense contractor 
profitability reporting system. The periodic studies should be 
designed to provide the information necessary to guide overall 
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000 profit policy. We believe this is preferable to 
reestablishing a renegotiation board, even one designed to 
renegotiate by contractor division and product line, because: 

(1) A renegotiation board takes back profits already 
negotiated and earned by contractors— changes to 
profit policy based on regular and mandatory reporting 
should be designed to provide contractors with an 
appropriate level of profits in the first place. 

(2) A renegotiation board iiould require contractors to . 
file financial data which may be very similar to the 
data provisions we envision under a periodic profit 
reporting system. However, our suggested solution 
would use this data for a prospective, forward-looking 
approach to adjusting contractor profit. 

As I mentioned earlier, 000 *s comprehensive review of its 
pricing, financing, and profit policy (OPAIK) is now complete. 
One of our concerns about the validity of this study is that it 
is based on unaudited data voluntarily submitted by defense 
contractors. On November 9, 1984, we sent a letter to the 
Secretary of Oefense expressing our concerns regarding the 
accuracy and reliability of data voluntarily provided by 
contractors. We cautioned that such unaudited data may not be a 
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satisfactory basis €or a reliable profitability analysis. 
Decisions regarding long-term DOD profit policy which are based 
on voluntary, and possibly incomplete, data, will suffer from 
inherent weaknesses, 

in our November 9, 1984, letter we recommended that a 
requirement for periodic profit studies, based on regularly 
reported data on defense contract profitability, be 
established. The fundeunental areas to be addressed in these 
periodic studies would include (1) the actual profits earned and 
level of investment under defense contracts, (2) how the 
profitability and investment behavior of defense contractors 
compares with firms in other industries and with the private 
sector as a whole, and (3) whether variations between the 
profitability of defense contracts and other industries are 
justified given the circumstances. The periodic studies would 
allow DOD to make continuing adjustments to its profit policy on 
a regular basis rather than make major changes every 10 years. 

The studies would be based on data developed from a 
mandatory profitability reporting program. This would require 
annual reporting of profitability by contractor segments engaged 
in defense work. The reports would be reconcilable to the 
corporate financial statements and would be reviewed by the 
company's certified public accounting firm. Once operational, 
this reporting system would yield reliable information on the 
profitability of defense work which would make meaningful 
periodic studies possible. 
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If the overall profit policy that develops out of the DFAIR 
profit study is structured correctly, if a requirement for 
mandatory annual reporting is established, and if periodic 
reviews are made to validate the results being obtained by the 
policy, DOD will be able to monitor profits on a continuing and 
timely basis, and make the policy adjustments that are necessary 
to ensure that profits remain at reasonable levels. 

In conclusion let me say again that we share your concerns 
that defense contractor profits should be at an appropriate 
level. However, we believe the way to address this issue is to 
establish a systematic procedure to periodically review and, if 
necessary, alter DOD*s overall profit policy, rather than 
reestablishing the Contract Renegotiation Board. 

This concludes my prepared statement. I will be pleased to 
answer any questions the Subcommittee may have. 
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Chairman Hubbard. Thank you very much, Mr. Paul Math ^f 
GAO. 

The first question is to Miss Spector of DOD. What impact would 
H.R. 3020, with after-the-fact profit review, have on incentive con- 
tracts? Would it not reduce the motivation to accept incentive con- 
tracts? 

Ms. Spector. No; I don't think it would reduce the motivation to 
accept incentive contracts. It would reduce the motivation to 
reduce costs is the problem because the more you reduce costs on 
fixed price contracts, including incentive contracts, the more profit 
you get. 

If contractors are concerned about that, there could be an at- 
tempt not to do things that will reduce costs overall. I perceive that 
could occur on any fixed price type contract. I am not sure the spe- 
cific implication you are looking for. We could disincentivize cost 
cutting in general. 

Chairman Hubbard. On page 13 of your testimony, you state 
that "Current controls enacted by Congress or implemented as De- 
partment policy provide adequate control over excessive profit." 

Are you stating there that the Department of Defense does not 
believe there are problems with excessive profits? 

Ms. Spector. I don't think we could say that. It is difficult to 
define what is excess. I don't think it is a widespread pervasive 
problem. The Renegotiation Board in their last year of existence 
recovered about $30 million which, given the magnitude of what we 
were doing even then, is not a lot of excess profit. 

In the areas of competition, I would say we probably have no 
business looking at their profits where we are getting adequate 
competition. 

In the remaining 50 percent or so where we are not getting com- 
petition, we do perform thorough cost analyses, we don't just 
accept prices that are quoted. We do detailed cost analyses and I 
think the provisions that are in place do protect us going in from 
paying extremely high costs. 

If a person has productivity improvements or underruns, he 
might make more than we thought he was going to make when we 
went in. On the other hand, he shares the same risk on the other 
side that he could make considerably less. By and large, our experi- 
ence is that he is making less than what we negotiated with him 
going in. 

Chairman Hubbard. What is a "defective price" in terms of the 
Truth in Negotiations Act? Can you give us an example of a defec- 
tive price situation? 

Ms. Spector. The bulk of them occur actually in the subcontract 
area. It is where they don't give us accurate, current, and complete 
costing data when we negotiate with them. The area that we see it 
most often is they will have a list of hundreds of subcontractors on 
a major weapons system, for instance. When we conclude that ne- 
gotiation, we expect all of those prices to be what they have actual- 
ly negotiated or their latest quote. 

In some cases because of lateness, whatever, we don't get the 
latest quote or the latest price and can wind up paying a price that 
is higher than what they have just concluded negotiation on. In 
that case, we go back and collect the difference from them. That is 
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the b^gest area of defective pricing we see and some of it, I think, 
is accidental. They don't update the records in time to give us their 
latest negotiated quotes. We go after it nevertheless. That is the 
biggest area of defective pricing we have observed. 

Qiairman Hubbard. Congress through the years has enacted 
more laws to control defense procurement. Would you agree that 
enough laws have been enacted to give the DOD the ability to ne- 
gotiate good prices, including profits for the products you buy? 

Ms. Spector. Yes; we have more than enough legislation. It is 
slowing us down quite a bit, affecting our efGciency, coping with all 
the new legislation that we have received. 

Chairman Hubbard. On page 9 of your prepared statement, you 
state that DCAA statistics indicate that price adjustments made 
under the Truth in Negotiations Act over the past 5 years have to- 
taled $300 million. Of course, that is a lot of money, but compared 
to total defense procurement expenditures over the past 5 years, it 
seems to be a tiny fraction. 

Do you think that this tiny fraction is at all commensurate with 
the amount of excessive profits we have paid in the past 5 years? 

Ms. Spector. I am not sure I can comment on that. I have trou- 
ble with the definition of excessive profits, particularly when you 
apply it to a corporation. As far as defective pricing, I heard a 
recent presentation by the inspector general who said it is a small 
percent of contractors that are involved in defective pricing. In the 
sample the inspector general looked at, which was picked because 
of its expected vulnerability to defective pricing — it is contractors 
we caught at defective pricing before — the inspector general only 
came up with about 4 percent of defective pricing and they admit it 
was not a random sample, so I don't think defective pricing is a 
tremendous problem. Are we getting all the excess profits, I have a 
hard time answering that. 

Chairman Hubbard. How effective do you believe the Truth in 
Negotiations Act is? 

Ms. Spector. I believe it is quite effective. Having been a con- 
tract negotiator, we get virtually all the data we ask for. The data 
we weren't getting here was data that involved internal audits of a 
company. It wasn t specifically cost or pricing data on contracts. I 
have never been denied any data that I have asked for involving 
cost or pricing data on a contract that I was pricing, so I believe we 
are getting what we need to do our job properly. 

Chairman Hubbard. One last question would be a question re- 
garding the media's emphasis upon excessive profits for spare 
parts. Some of the liberals in Congress like to dwell on that as we 
debate defense authorizations ana appropriations. Recently, DOD 
requested comments from 30 msgor contractors on a proposed 
policy that would require refunds on spare parts fraud to be over- 
priced. 

Would you elaborate on the background and reasoning behind 
this request? 

Ms. Spector. I think you meant to say "found to be overpriced." 

Chairman Hubbard. Found to be overpriced, excuse me. 

Ms. Spector. One of Secretary Weinberger's original spare parts 
initiatives was to seek refunds any time we believed we had been 
overchaiiged. In response to that initiative, several msgor defense 
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contractors established voluntary refund policies. While the re- 
sponse from those contractors was very positive, each of their pro- 
posals represented a slightly different approach to handling re- 
funds. To prevent proliferation of multiple refund policies, DOD de- 
veloped a single refund policy, which was coordinated with indus- 
try and the Military Services. The standard DOD policy clearly 
shows our intent to seek a refund or a negotiated price adjustment 
whenever and wherever we believe the price paid for spare parts or 
support equipment is unreasonable. 

Chairman Hubbard. Based on your comments on that, would you 
tell us if the Pentagon has received any refunds to date through 
utilization of this policy? 

Ms. Spector. Yes, sir, we have. I will have to provide that for the 
record, but, yes, we have received voluntary refunds and I don't 
have the amount with me here. 

[The response to the request of Chairman Hubbard, the following 
information was submitted for the record by Ms. Spector:] 

Voluntary Refunds 

Since the beginning of fiscal year 1985, we have received approximately $19 mil- 
lion in voluntary refunds. These refunds were not in response to the standard DOD 
refund policy, which we just issued on November 1, 1985. But they were in direct 
response to the original Secretary Weinberger initiatives to pursue refunds agre§- 
sively anytime we believe we have been overcharged. 

Chairman Hubbard. Mr. Math, I will be brief knowing there are 
other members who have questions for both of you. Our subcom- 
mittee has conducted hearings on this issue of defense contract 
profits for several years. It seems that the General Accounting 
Office is constantly pointing to studies, reports, regulations, and 
standards. 

The question to you is. How much success are we having in pre- 
venting excessive profits? 

Mr. Math. The problem we have found with regard to the stud- 
ies is that we have not, nor has DOD, had access to the data that is 
the basis of those studies. Contractor data was provided on a volun- 
tary basis, both for the 1976 study and the current DFAIR study. 
DOD went out and requested data on a voluntary basis. They did 
not have access to the raw data. The contractors provided that data 
to a CPA firm, which then consolidated the data and put it togeth- 
er in a package provided to DOD. 

No one in the Government was able to audit the data, so the 
problem that we see is that there should be a mandatory reporting 
system available to DOD, available to some agency of the Govern- 
ment so that it can be audited to determine whether there are ex- 
cessive profits or not. I think that mandatory reporting and verifia- 
ble data are keys in determining whether there are or are not 
excess profits. 

Chairman Hubbard. On page 2 of your testimony, you refer to 
the Profit 76 study, and you have just mentioned that study, which 
you say resulted in adjustments to the weighted guidelines used by 
contracting officers to establish Government negotiating positions. 
How effective have these adjustments been in encouraging contrac- 
tors to invest in capital assets? 



Digitized by 



Google 



57 

Mr. Math. According to the DFAIR study, and we have not re- 
cently looked at the effects of the current weighted guidelines and 
the profits on investment, but according to that study, the invest- 
ments have increased but DOD could not directly correlate those 
investments to the profit policy. In fact, there was some indication, 
and we haven't taken a good look at that yet, but there were some 
indications that there may not be a direct correlation between the 
profit poli^ and investment in productivitv enhancing equipment. 

I thmk DOD's position was that we ougnt to incentivize invest- 
ment differently and change the factors. TTiey currently have facili- 
ties capital employed factors which are applied to land, buildings, 
equipment, et cetera, and the recommendation of the DFAIR study 
is to adjust those profit factors to emphasize productivity enhanc- 
ing equipment rather than things like land and buildings that 
don't increase productivity as much. 

Qiairman Hubbard. You suggest passage of legislation by Con- 
gress requiring periodic studies of contractor profit in your t^timo- 
ny. What type legislation and what kind of timeframe are you sug- 
gesting for these studies? Who would do the studies? 

Mr. Math. The studies would be done presumably by DOD, and 
they could be done at least every 2 to 3 years. You would have the 
data available through the mandatory reporting system to do them 
as frequently as you wanted. You could have a continuous evalua- 
tion of the date on a yearly basis to determine whether the profits 
are in fact fair and reasonable. 

DOD could perform profit studies on an annual basis or a 2- to 3- 
year basis, and then organizations such as GAO could take a look 
at the studies, and take a look at the data to see if we are in fact 
pa3ring appropriate profits. 

Chairman Hubbard. Lastly, giving other Members a chance 
here, what about the GAO doing audits? Haven't you recently sent 
auditors into 10 of our 50 largest defense contractors to focus on 
subcontract pricing and cost estimating? Do you have any com- 
ments on the reasoning for these audits or on the progress of these 
audits? 

Mr. Math. The audits were initiated because as with profits, and 
the concern about excessive contractor profits when the defense 
dollars are increasing at the rate they have been increasing, we 
were also concerned with the pricing actions and how effective 
DOD is in determining whether we are achieving fair and reasona- 
ble prices. We initiated an overview effort, and went out to 10 con- 
tractors, talked to DCAA, talked to DOD, talked to the contractors 
to determine what areas we thought GAO should emphasize. 

We picked five areas initially and you mentioned a few of them. 
Cost estimating systems, subcontractor pricing, forward pricing 
rate agreements, technical evaluations, and unpriced orders. We 
have completed what we call the first phase of that effort and we 
testified on October 3 on three of the issues. One of them was our 
cost estimating — DOD surveillance and cost estimating — another 
was subcontractor pricing and the third was on overhead, looking 
especially at allowable overhead costs. 

Eleanor mentioned DOD's concern about subcontracting pricing. 
Our effort basically showed that there are considerable problems 
with prospectively priced subcontracts. By that we mean that the 
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prime contractor has obtained information from the subcontractor 
on the costs so that he can prepare to negotiate with the Govern- 
ment. The prime contractors evaluations of that data was minimal 
before the prime contract was negotiated with the Government. 

Prime contractors negotiated with the Government, established 
the contract price, and then went to the subcontractors after con- 
ducting more indepth reviews of the data, and knocked down sub- 
contractors' prices significantly. For the contracts we looked at 
there was about a $42 million reduction between the prices negoti- 
ated between the prime contractors and th^ Government and the 
prices the prime contractors negotiated with their subcontractors. 

So we are in the contractor plants. 

In our next effort we will look at contractor cost estimating 
methods and practices. We will also look at defective pricing at 10 
contractor plants in our second phase. 

We are going to do some work for Senator Proxmire in looking at 
markup costs in major weapon system contracts, the costs that are 
associated and added to labor and material as you price a contract. 

We have several initiatives underway in the pricing area and we 
will continue to perform audits in this area for some time. 

Chairman Hubbard. Forgive me, fellow colleagues, for taking 
one more moment before I call on Congressman Parris. 

You were not a part of the GAG audit, but Big Rivers Electric 
Corp. in my district, Henderson, KY. owes the Rural Electrification 
Administration $1.2 billion. That is more money than Congress is 
allocating to REA to operate in 50 States during fiscal year 1986; 
$1.2 billion is what Big Rivers Electric Corp. owes the Federal Gov- 
ernment. They haven t made a payment since September of last 
year. They do not give out bids for their insurance business. They 
give it to one firm outside my congressional district, a firm which 
has made multimillions of dollars off this agency. One partner is a 
Member of Congress who reported last year that ft-om the insur- 
ance companv, he received unearned income of $263,000. 

I asked GAO to do an audit. This electric corporation also has 
one law firm outside my district in Kentucky to whom they pay 
millions of dollars, and they paid a New York City law firm last 
year over $1 million in legal fees. 

GAO found absolutely nothing wrong, nothing irregular at all, 
and didn't even suggest that Big Rivers Electric Corp. give bids for 
their insurance business with one company handling it all, proper- 
ty damage, employee benefits, et cetera. 

I guess that sort of tarnished my image of the GAO, but we are 
glad to have you with us. 

Now we will call on Congressman Stan Parris. 

Mr. Parris. That was the bad news. The good news is that GAO 
did a study on a savings and loan institute that I introduced into 
the record yesterday and I thought it was outstanding. 

Several quick questions. The bottom line of both of your testimo- 
ny, as I read it, is you do not see any justification for need during 
peacetime to reinstate the Board; is that correct? Yes or no? 

Ms. Spector. That is correct. 

Mr. Math. I wouldn't say there is no justification or need for the 
Board. The alternative we are proposing, we think, is a better al- 
ternative. Once you have this regularly reported data and you find 
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that the process and the system is not working, you may h^ed to, 
whether you call it renegotiation board or whatever, you may need 
to take action down the road. 

We don't think that action is necessary now, but with the data 
reporting requirement we are proposing, you can determine what 
the most appropriate action is. 

Mr. Parris. Ms. Spector says that current controls enacted by 
Congress adopted by the executive branch or implemented as de- 
partmental policy provide adequate control over excessive profit. 
Do you agree with that? 

Ms. Spector. I do. 

Mr. Math. Do I 

Mr. Parris. Yes. 

Mr. Math. I think the controls are there. I cannot say they 
always work, but I would say that the controls are there. 

Mr. Parris. You would agree with the statement that they do 
provide adequate control? It is not a perfect world, Mr. Math, OK? 

Mr. Math. I agree. 

Mr. Parris. If I understood your comments, Ms. Spector, you said 
that the congressional controls, legislative or otherwise, are reduc- 
ing the efficiency of your office to monitor these contract proceed- 
ings, not in fact improving it; is that correct? 

Mb. Spector. Specifically it is not the efficiency of my office. We 
do policy. In the field, we are hearing of greatly lengthening pro- 
curement leadtimes as a result of a lot of the legislation. One indi- 
vidual piece of legislation can't be attacked. Each of it in and of 
itself is not bad. It is good. It is when you pile on a lot of new legis- 
lation that you wind up 

Mr. Parris. One piece of— what you are really saying is you are 
strangling on the paperwork; isn't that correct? 

Ms. Spector. To a large extent, yes, we are. 

Mr. Parris. One last question, Ms. Spector. 

If there is adequate controls in the existing legislation or dep€u*t- 
mental policy or whatever to police excess profit, how do you ex- 
plain the toilet seats and the $600 hammers and so forth? Are we 
totally ignoring the millions of items that are competitively bid 
and in which there is some adequate but reasonable profit and 
these are the ones that we always point at like the person who 
hatchets his wife to death when he goes home instead of the mil- 
lions who go home and have dinner with their children. 

Is that what we are doing? 

Ms. Spector. To a certain extent, yes. We do 15 million procure- 
m^it actions a year. If 1 percent of them were bad, we would have 
150,000 bad ones and I don't think we have that many. 

Yes, we are harping on ones where we have either made errors, 
done things foolishly, had things overdesigned, and we have set 
about correcting those so that each of the services has an extensive 
program underway to eliminate all of these. 

We have it underway. That is not to say that we are not going to 
find any more, not to say that stuff desired 20 years ago that we 
have to spare is not ffoing to be overspecified, and we have to keep 
buying the spares. We have many internal reforms, many imposed 
by Congress, give us a chance to do them is what I am really 
aaying. 
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Mr. Parris. Thank you. 

Chairman Hubbard. Thank you, Congressman Parris. 

Now Congressman Gonzalez. 

Mr. Gonzalez. Thank you, Mr. Chairman, and thank the two 
witnesses for being here this morning and sharing this time with 
us. 

As I said earlier, the consensus is we are all against sin, we are 
all against excess profit. The difficulty is that nobody can define 
profit. 

Ms. Spector, you just said, well, you didn't know anything about 
what would be excess profit because you can't define it. 

Mr. Math, you said, well, what we ought to do is study this, 
follow through and try to determine and have studies on profitabil- 
ity, but then what do you do? You have no mechanism to recover. 

You, Ms. Spector, have a definition, and you negotiate at a given 
moment at a certain level, but then you don't follow through. 

The Defense Department has been unwilling to follow through 
and study profitability and follow through on a definite basis. But 
since you dwell quite a bit on defective pricing — I still didn't get a 
clear idea of what and how you define defective pricing. 

Let's take specific items: A $200 stool cap, was this defective pric- 
ing, or fraud, or shear human folly? The case of the $400 hammer 
and the high-priced toolkit, would this represent defective pricing, 
fraud, or an overhead accounting system that has run amok? 

When there is an excessive price charge because of defective pric- 
ing, the DOD can reduce the price by its own unilateral action. 
How many cases are there so far this year? 

Ms. Spector. Sir, let me say I really can't define profit. When we 
get into what is excessive and we set a mark, is it 30 percent, 20 
percent, that is where I have difficulty. There is no clear definition. 

If a contractor becomes extremely efficient, for instance 

Mr. Gonzalez. At the negotiating level, of course, but what do 
you do to follow through after that? 

Ms. Spector. We do look at actuals when we have follow-on con- 
tracts, and we have a general idea of what actual costs were on 
contracts. We have a very good idea of what actual costs were on 
contracts. 

We also have done two major studies where we have looked at 
profits, coming out profits, and I think we have generally satisfied 
ourselves that we are not thoroughly out of line. 

I will answer a couple of questions on the spares that you asked. 

Mr. Gonzalez. Also, that last one about how many cases this 
year, for instance and you have unilateral recovery. 

Ms. Spector. When talking about the spares, a lot of the time 
problem cases with spares are low-dollar value items bought in 
very small quantities from prime contractors. By and large, those 
spares would not show up were a renegotiation board to go in and 
look at some of these very large contractors. 

Now, we won't give them a stool cap to look at. You would look 
at as a minimum, the whole product line, which would be the £dr- 
plane itself, or all the airplanes they build. I doubt those spares 
would even really show up as being excess profits, and on most of 
them, excess profits were not made. 
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In the case of the stool cap, it was overdesigned. There were 20 
separate tooling steps, it was an overdesigned part. When it was 
caught, we are no longer buying it. 

In the case of a lot of these things, there were reasons beyond 
excess profits. We were putting prime contractor overheads on 
spares, and perhaps we should have broken them out and gone di- 
rectly to the manufacturer; perhaps they were overdesigned, but in 
most cases, contractors were not making exorbitant profits on 
them. 

The toilet seat is an example of a specially designed part for a 
special area. Whether that is necessary, one can question, but were 
they making a lot of profit on it? They were not. 

How many cases, I don't know. Of course, there are more than 
we would like. Percentagewise, they are not large. 

Mr. GrONZALEZ. You talk say about a specisJ part for a special 
place. 

Let me be a little more specific in an area that is away from 
these horror stories. The F-lOO jet engine was originally contracted 
with Pratt & Whitney. After competition, the follow-on contract 
went to GE at substantially reduced prices. 

Was Pratt & Whitney making an excessive profit? What was the 
Pratt & Whitney profit? Did the Government error determine the 
real profit? Could it do so today? 

Ms. Spector. I will have the Air Force answer that, but can I ad- 
dress another point you made? 

Most of the spares horror stories that you have heard have been 
aircraft spare parts. Things like clothing are usually bought com- 
petitively, and I don't tlunk we have pricing horror stories on 
those. These are aircraft spare parts, by and large, bought from 
prime contractors in very low quantities. 

Mr. Gonzalez. That is true. That is the reason I picked on that, 
because we are getting sidetracked. 

When you did have the Renegotiation Board and perhaps even in 
its heyday, you did have some horror stories. I remember one 20- 
some years ago where a — some kind of a nut and bolt that you 
could go to Kresge's and get a whole flock at that time for 20 cents 
was costing the Government $30. But that is a very different area 
of procurement, and we are kind of straining away. 

I think this question that I am asking with the specific instance 
of the F-lOO — another one, Vaught Aerospace did it, earn a profit 
or incur a loss on the DIVAD gun system that was recently 
scrapped or canceled. Precisely how much profit or loss? What is 
the profit level on the M-1 program's tank? When the Navy buys 
the P-2, what is the profit level? 

Defense procedures require a negotiated profit. This is what the 
Department refers to as apparent proof. 

Can it determine with any precision what the real profit is on 
any given contract? Was the Renegotiation Board able to deter- 
mine real profit levels? 

I think the history there speaks for itself and the record of litiga- 
tion that resulted from the Board's determinations but I don't see 
that and I don't see that in your silent opposition to any type of 
effort to reinstate or reimpose a congressional policy. 
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What has happened since 1979 is very significant because the 
Congress turned over to the Defense Department to do something 
that by its very nature and its procedural methods and powers and 
aJbility to is not in a position to do. If we do another study and 
follow through studies, which the Defense Department is not doing 
now, on profitability, there then is nothing, nothing GAO can do to 
retrieve that excess profit. 

This is the reason that the recorded experience of such a device 
as the Renegotiation Board is what we constantly must go back to, 
and in these specific areas that I am asking, I know that it will 
take time, and if the answer can be forthcoming for the record, I 
will be satisfied with that. I don't expect you to answer this at this 
point. 

I think the significant thing is that unless and until we not only 
have a congressional policy defining excess profit, and then tJie 
mechanism and the policies to proceed forward to retrieve those 
excess profits to the taxpayer of this country, we are not getting 
any place and we will continue to have horror stories. 

The real horror stories are not being reported because nobody 
really knows. There is no standard by which we can gauge the 
extent. 

But just on the basis of the procurement level in the noncompeti- 
tive and in the negotiated procurements, at the levels we have 
now, compared to the high points in past eras, the Korean high 
point, the Vietnam high point, and the track record with a toofii- 
less agency — for about a year and a half, some on the stafT and off 
the stiiff, we have extrapolated that there would be a minimum, a 
minimum of $10 billion in excessive profits right now as of last 
year, and I just think that we have got to see that the basic issue is 
not whether we agree or disagree at the dastardliness of excessive 
profits, but the need to impose a congressional policy. 

Since 1979, it has been literally turned over to the Defense De- 
partment and you yourself admit here this morning that you have 
no way really of determining what is excess profit, though you are 
against it. 

Mr. Chairman, I know I have used up more than my allotted 
time. 

Chairman Hubbard. Thank you. 

Mr. Gonzalez. Excuse me. I ask unanimous consent that I may 
submit for the record some additional questions in writing in time 
for the witnesses to receive their transcript of the procee£ngs and 
address the questions. 

Chairman Hubbard. Without objection, so ordered, and certainly 
SB a sponsor of the legislation about which this hearing is being 
held, we weren't going to limit you on time. 

QuRSTioNB Submitted by Congressman Gonzalez to Ms. Spector With Attached 

Responses 

apparent profit versus real profit 

QUKirriON lA. The F-lOO jet engine was originally contracted with Pratt and 
Whltnoy. After competition, the follow-on contract went to GE, at substantially re- 
dumi nricon. Was Pratt & Whitney making an excessive profit? 

Mi. Srwnx>R. The reduced price was a reflection of the benefits that can be gained 
(Vt>m tH)iniH»tltion. However, the reduced price, by itself, should not serve as an indi- 
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cation of excessive profit that may have been earned by the previous contractor. 
Two contractors can have substantially different prices but have the same profit 
rate. This could be caused by differences in manufacturing costs, difference bases for 
spreading fixed costs, etc. 

Question IB. What was the Pratt & Whitney profit? Did the government ever de- 
termine the real profit? Could it do so today? 

Ms. Spector. TTie F-lOO jet engine contracts that has been awarded to Pratt and 
Whitney prior to the competition with General Electric had negotiated profit rates 
of roughly 13.5%. These are pre-performance rates and would ultimately be reduced 
by expenses incurred by the contractor but not allowed under our regulations as 
contract cost (e.g., interest expense, charitable contributions). These engine con- 
tracts were fixed price; therefore, real profits do not have to be reported to the Air 
Force by the contractor. 

Question IC. Did Ford Aerospace earn a profit or incur a loss on the DIVAD gun 
system that was recently canceled? Precisely how much profit or loss? 

Ms. Spector. The actual profit or loss realized by Fonl Aerospace on the DIVAD 
program can not be precisely determined until a termination settlement has been 
negotiated between the contractor and the government. The process for settling ter- 
minated contracts is lengthy, because it involves proposal submission by the con- 
tractor, audit by the Defense Contract Audit Agency, and negotiation by the con- 
tracting officer. To date, this process has not progressed far enough to furnish any 
projections on profit or loss. 

Question ID. What is the profit level on the Ml Abrams tank? 

Ms. Spector. According to the Army, final costs on the Fiscal Year (FY) 1979 con- 
tract have not yet been settled; therefore, actual profits cannot be determined at 
this time. On the FY 1980 contract, there was a dispute between the Army and the 
contractor, with the parties finally agreeing to a cost reimbursement contract with 
a cost ceiling. The contractor exceeded this ceiling and therefore, earned no profit 
for this particular procurement. For FY 1981 to FY 1985, the contracts were negoti- 
ated on a firm-fixed price basis. This type of contract has no reporting provision 
that requires contractors to provide the government with actual eam^ profit. 
Therefore, the Army does not know exactly what profit levels the contractor actual- 
ly earned on the Ml Abrams tank. 

Question IE. When the Navy buys the Orion airplane (the P-3), what is the profit 
level? 

Ms. Spector. The Fiscal Year (FY) 1981 through 1985 contracts for the P-3C 
Orion were negotiated on a firm fixed price basis. The Navy does not possess infor- 
mation which shows the final profit earned by the company. The negotiated profits 
reflected in the Navy's interned negotiation memoranda, for purchases of the P-3C 
were as follows; 

Fiscal year: Aircraft 

1981,12.0 16 

1982,12.1 16 

1983,13.1 13 

1984,12.85 11 

1985,12.56 9 

It must be stressed that these profit rates do not consider the unallowable costs 
that must be absorbed by the contractor. 

Question IF. Defense procedures include a negotiated profit. This is what the De- 
partment refers to as "apparent pn^t.'' Can it determine with any precision what 
real profit" is on any given contract? Was the Renegotiation Board able to deter- 
mine real profit levels? 

Ms. Spector. There £u-e two principal differences between apparent contract profit 
(pre-performance) and real contract profit (post-performance). First, there are many 
costs incurred in the performance of defense contracts which £u-e not allowable 
under the Federal Acquisition Regulation. Examples include: interest expenses, over 
ceiling independent research and development/bid and proposal expenses, advertis- 
ing expenses, and charitable contributions. These costs must, therefore, be paid from 
the gross profits earned on the contract. Second, there are the normal variances in 
cost behavior that would be experienced during contract performance. These could 
be caused by many factors including better than expected performance, variance 
with planning assumptions, or technical considerations. 

There is no current requirement for contractors to report real profits ecu-ned on 
defense contracts. We do, however, routinely collect what the apparent profit or 
markup is on each negotiated contract in excess of $500,000. Furthermore, for incen- 
tive type contracts, the contractor must submit a cost report to the contracting offi- 
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cer for determiniiig final cost and profit, but this is without consideration to unal- 
lowable costs. The Department also periodicaUy performs an industry-wide assess- 
ment of profits, including actual prctets. The most recent study was the ''Defense 
Financial and Investment Review'' (DFAIR) which was released August 1985. A 
copy of this study has already been sent to this Committee. 

Tlie Renegotiation Board evaluated profit on a corporate-wide basis and not on a 
contract-by-contract basis. It is, therefore, doubtfid that the Board could have deter- 
mined real profit levels of individual defense contracts with any exactness. 

CX)6T AOOOUNTING STANDARDS 

Question 2A. Please clarify exactly how the Ck)st Accounting Standards Board 
functioned. 

Ms. Spbctor. The Ck)st Accounting Standards Board consisted of five members and 
was chaired by the Comptroller General. The Board was authorized to promulgate 
Cost Accounting Standaitis and to make, promulgate, amend, and rescind rules and 
regulations for implementing these standards. The sttmdards were designed to 
achieve uniformity and consistency in the cost accounting principles followed by de- 
fense contractors and subcontractors. 

To carry out its general duty of promulgating Cost Accounting Standards, as well 
as implementing rules and regulations, the Bocu*d employed a staff (15 to 20 people) 
of administrative and technical specialists. The staff advised the Board and per- 
formed most of the technical effort in the development of Cost Accounting Stand- 
ards, rules, and regulations. 

Proposed rules, regulations, or Cost Accounting Standards were published for 
comment in the Federal Register. Normally, all parties affected were given 30 days 
to submit comments on the proposal to the Board. After reviewing the comments, 
the Board published a final version of the standard, rule, or regulation in the Feder- 
al Register. 

Congress had a sixty day period to review the final version of the standards, rules, 
or regulations. If Congress did not pass concurrent resolution objecting to the pro- 
posed standard, rule, or regulation, it became effective. Thus, Cost Accounting 
Standard Board promulgations had the full force and effect of law. 

Question 2B. Uniform Cost Accounting Standards £ire critical to the determina- 
tion of costs and profits. The Cost Accounting Standards Board went out of existence 
in 1980. How are the standards revised and updated? Have they been revised and 
updated? 

Ms. Spbctor. The Cost Accounting Standards issued by the Cost Accounting 
Standards Board have not been revis^ or updated since the Board went out of ex- 
istence in 1980. 

Question 2C. OMB claims that the Department of Defense can revise the Cost 
Accounting Standards. Is that being done? When will any revised standards be 
issued? 

Ms. Spector. Based on a Department of Justice legcd opinion, the Department of 
Defense has the authority to revise the Cost Accounting Standaitis. The Department 
will exercise this authority through the Federal Acquisition Regulatory process. 

The necessary Federcd Acquisition Regulation chcmges enabling the Department 
to assume Cost Accounting Standards Board responsibilities were approved by the 
Defense Acquisition Regulatory Council in October 1985 and were forwarded to the 
Civilian Acquisition Agency Council for review in accordance with formal proce- 
dures. In addition, the Department has established the Cost Accounting Standards 
Policy Group to be responsible for developing procedures to modify, rescind or devi- 
ate from existing standards, and develop new standards. The Cost Accounting 
Standards Policy Group is reviewing the sttmdards and will issue any proposed revi- 
sions through the Federal Acquisition Regulation process. 

Question 2D. When the Department of Defense does issue revised Cost Account- 
ing Standards, its right to do so will certainly be challenged in court. Rather than 
have a long and costly litigation, doesn't it make more sense just to reconstitute the 
Cost Accounting Standards Board? 

Ms. Spector. The Department of Defense has the legal ability to assume Cost Ac- 
counting Standard authority. The Department of Justice has stated that DoD is le- 
gally free to adopt, reject, or grant exemptions to the Cost Accounting Standards. In 
our opinion, fear of litigation is not a compelling reason to reconstitute the Cost Ac- 
counting Standards Board. 

Question 2E. What kind of problems would such a challenge pose for the Depart- 
ment of Def ? 
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Ms. Spector. While litigation may delay implementation of revised Cost Account- 
ing Standards, we do not believe litigation will create significant problems for the 
Department of Defense. 

DEFECTIVE PRICING 

Question 3A. What exactly is defective pricing? 

Ms. Spector. The Truth in Negotiations Act requires cost or pricing data to be 
current, accurate, and complete. If all three conditions are not met at the time of 
contract award, and the contracting ofHcer relied on the data to establish price, 
then the data is defective and the government is entitled to a retroactive price ad- 
justment. 

Question 3B. In the case of the $200 stool cap: was this defective pricing, fraud or 
sheer human folly? 

Ms. Spector. It was not defective pricing. It was a mistake in the method of pro- 
curement. The fundamental problem with the stool cap was that it was over-engi- 
neered. Over 20 separate tooling steps were required to manufacture a single cap, 
and the process began with machining a solid block of teflon. 

As a broad concern, the Department recognized that its spare parts pricing and 
acquisition processes needed improvement. Many initiatives have been undeitaken 
within the Department to correct the systems deficiencies which caused situations 
such as this. 

Question 3C. In the case of the $400 hammer and the high-priced tool kit: would 
this represent defective pricing, fraud, or an overhead accounting system run amok? 

Ms. Spector. No, the $400 was a mistake in the method of procurement which the 
Department has corrected. It is also important to note that while we did pay $400 
for a hammer and subsequently received a voluntary refund from the contractor, we 
bought 87,000 hammers at $8.00 apiece. This is about $4.00 less than the local hard- 
ware store price. 

Agcdn, rather than dwell on individual spare parts pricing problems, we believe it 
would be very helpful to focus on the broad initiatives that have been undertaken 
by the Department. Furthermore, a Renegotiation Board, per se, would not have 
likely resulted in findings of excessive profits for these contractors, even by product 
line. This is because they tend to be isolated cases and would not influence total 
proflts. 

Question 3D. When there is an excessive price charged because of defective pric- 
ing, the Department of Defense can reduce the price by its own unilateral action. 
How many such cases are there so far this year? What amounts have been involved? 
Could you cite some specific cases? 

Ms. Spector. According to statistics maintained by the Defense Contract Audit 
Agency, there were 1,643 defective pricing reviews completed between July 1, 1984, 
and June 30, 1985. The results of these reviews were presented to the contracting 
officers for action. The process for resolving defective pricing cases normcdly allows 
the contractor to supply an explanation, additioncd information, rebutted, etc. Then 
the contracting ofHcer, using advice and assistance from the contract auditor, at- 
tempts to reach a bilatercd agreement with the contractor on the appropriate price 
reduction. If no bilateral agreement is achievable, unilateral action may be taken by 
the contracting officer. During the July 1, 1984 and June 30, 1985 period, $127.9 mil- 
lion in defective pricing cases were sustained by the contracting officer, both 
through bilateral agreements and unilaterally. Some examples of defective pricing 
cases follow: 

The Army sustained a $693,625 price reduction on the TOW missile program. The 
contractor had miscalculated the business base for computing overhead rates and 
had not updated subcontract costs. The contractor agreed to the reduction. 

The Navy sustained a $422,843 price reduction on the AV-8B cdrcraft program. 
Travel costs furnished by the contractor were found to be defective. The contractor 
agreed to the adjustment. 

The Air Force sustained an $84,169 price reduction for J-75 engine parts. The 
contractor volunteered to the contracting officer that they failed to disclose at the 
time of price negotiations the latest vendor price quotations and variance standards 
for material. The contract price was reduced. 

Question 3E. If a contract price is clearly out of line, even though the pricing 
formula and overhead data are correct, what can the Department do? Suppose you 
discover that a manufacturing breakthrough dramatically reduces the cost of pro- 
duction. Can you renegotiate the contract? Or suppose that there has been a sudden 
drop in the price of materials, leading to less than expected production costs. Can 
you renegotiate? 
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Ms. Spbctor. The action available to the government on the instant contract as a 
result of such circumstances would largely depend upon the type of contract On a 
firm-fixed price contract, there would be no change in price. On a cost type contract, 
all savings would accrue to the government. For all contract types in between such 
as fixed-price incentive contracts, the government's share in cost savings c^ this 
nature would depend upon the contracts' government/contractor share ratio. The 
real savings to the government would show up in the reduced prices of follow-on 
work. That is why we encourage contractors to pursue mandfacturing breakthougfa 
or lower costing material. 

The government cannot renegotiate the contract price for the circumstances de- 
scribed, just as prices are not increased under reversed circumstances. It should also 
be noted that the Renegotiation Board's subjective criteria for evaluating excessive 
profit, probably would have not resulted in renegotiation for manufacturing break- 
throughs or drop in material prices. 

Question 3F. Does the Department of Defense have full access to contractor pric- 
ing and cost data? For instance, when profitability reports are done, like the 1985 
DFAIR study, is any of that material audited by you or anybody else? How do you 
know that the profit data you are getting is accurate? 

Ms. Spbctor. Yes. Both Truth in Negotiations Act and the Federal Acquisition 
Regulation require the prime contractor or subcontractor to submit cost or pricing 
data for most negotiated contracts in excess of $100,000. 

DFAIR finanoal data was audited by independent CPA firms of the individual 
participating contractors and was accumulated by Touche Ross, Incorporated, an- 
other independent CPA firm. DFAIR's use of independent CPA finns in the report- 
ing and accumulation of financial data provided reasonable assurances to users of 
the DFAIR report that the data was accurate. 

Questions SuBMnrED by CoNGRESSHfAN Gonzalez to Mr. Math With Attachsd 

Responses 

1. Why should a profit study be an adequate substitute for the Renegotiation 
Board? 

Answer. We believe that a system which provides for regular periodic profit stud- 
ies based on data mandatorily submitted is preferable to reestablishing a renegoti- 
ation board because: 

1. A renegotiating board takes back profits negotiated and, in the view of the con- 
tractor, properly earned. A profit policy based on regular and mandatory reporting 
could be designed to provide confidence that the policy is providing contractors with 
an appropriate level of profits in the first place. 

2. The data which we envision that would be submitted imder a periodic profit 
reporting system would be similar to that which a renegotiation bojEU^ would re- 
quire contractors to file. However, our suggested system would use this data for a 
prospective, forward-looking approach to adjusting contractor profit. 

la. Who would perform such a study? 

Answer. The required data would be submitted to appropriate procurement agen- 
cies. The studies would be performed by each agency and would be made based <m 
data developed from the mandatory profitability reporting program. DOD would be 
responsible for conducting the studies pertaining to defense contractos. These stud- 
ies would require annual reporting of profitabibty by contractor segments engaged 
in government work. 

Tlie reports would be reconcilable to the corporate financial statements and would 
be reviewed by the company's certified pubhc accoimting firm. Once operational, 
this reporting system would yield reliable information on the profitability of govern- 
ment contrads which would make meaningful periodic studies possible. 

lb. How often would the studies be performed? 

Answer. We believe the studies should be performed at least every 3 years. 

Ic. What would be done with these studies? 

Answer. The periodic studies would provide the information necessary to guide 
overall agency profit policy. The studies would allow the agency to make continuing 
adjustments to its profit policy on a regular basis rather than making major 
changes every 10 years. 

Id. Would the studies be performed on a contract-by-contract basis or on an aggre- 
gate basis? 

Answer. The studies would analyze profitability by division or segment of a com- 
pany, depending on the type or class of product or product line that segment of the 
company provides to the government. For example, if a company has an aircraft di- 
vision and a shipbuilding division, a separate report would be made for each divi- 
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sion. We recommend that the agency precribe by regulation the types of classes of 
products or product Imes for which profit studies would be made. To the extent 
practicable, we suggest that the segregation of product lines prescribed in the regu- 
lations reflect the identification of product lines contained in the Form 10-K annual 
reports which companies must file with the Securities and Exchange Commission 
pursuant to section 13 of the Securities Exchange Act of 1934, 15 U.S.C. § 78m, and 
implementing regulations. 

le. How would the defense industry be held accountable for any excessive profits 
determined as a result of the study? 

Answer. We propose these periodic studies to be prospective in nature. That is, 
they would be used to project what DOD profit policy should be in the future. There- 
fore, if DOD determined that contractors in one areas of defense business are 
m£iking excessive profits, it will change DOD profit policy to insure that excessive 
profits are not awarded in the future. 

Questions Submitted by Congressman Gonzalez to Mr. Kaufman With 
Attached responses. 

Question 1. We are told that renegotiation has a perverse effect; that it would 
create disincentives for developing economic efficiency or developing more efficient 
technologies. How do you respond to this argument? 

Answer. The Renegotiation Act declares that sound execution of the national de- 
fense program requires the elimination of excessive profits from defense contracts. 
The act sets out the factors that should be considered when determining whether 
profits are excessive. Among the factors are: (1) reasonableness of costs and profits, 
with particular regard to the volume of production and normal earnings; (2) the 
amount and source of public and private capital employed; (3) the risk assumed; (4) 
the contribution to the defense effort; and (5) the character of the business. 

It can be seen that the intent of the law was to strike a balance between the need 
for contractors to make a reasonable profit and the need of the government to 
achieve economy in the defense program. There is no contradiction between the two 
objectives. Defense contractors should be able to achieve efficiency and technological 
advances while earning reasonable profits. To argue that placing reasonable limits 
on defense profits would stifle cost controls and technical innovation requires an as- 
sumption that defense contractors must be able to gouge the government in order to 
perform well. No convincing evidence has been brought forward to support this 
view. 

Question 2. The Department of Defense claims that the Renegotiation Board was 
not cost effective. Do you agree with this analysis? Please explain. 

Answer. The Renegotiation Board invariably achieved reductions of profits in 
amounts that greatly exceeded the direct costs of the Board. Some critics argue that 
defense contractors had large indirect costs in complying with the Board's regula- 
tions. The GAO investigated a number of such allegations and were unable to sub- 
stantiate them. A copy of the GAO report has been submitted to the Subcommittee 
for the record. 

Question 3. In studies like DFAIR, should the Department of Defense seek data on 
individual contractors and contract profitability, or is it sufficient to rely on aggre- 
gated, screened data? Why? 

Answer. There are several approaches to deterpiine profitability. One approach, 
used in the DFAIR study, is for information to be submitted voluntarily by the con- 
tractors and screened by an outside group before being analyzed by government officials. 
A weakness of this approach is that the data base will not include contractors who 
chose not to submit information, and their profits may differ from those who do. A 
problem with the screening process is that it introduces an element of doubt into 
the picture because analysts are prevented from seeing the data in its original form. 
Also, it would not be possible for government auditors to verify the results of the 
study unless the raw data were made available for examination. 

Another approach is to obtain profit data from financial reports filed with the Se- 
curities and Exchange Commission. Use of this information does not require permis- 
sion from contractors and, as the reports are public, there is no need for the profit 
data to be screened. This approach was used by the Navy in a study of maior de- 
fense contractors issued August 20, 1985. This study found that profits on defense 
contracts are much higher than on commercial work. A copy of the introduction to 
the study, entitled "Financial Analysis of Major Defense Contractors," is attached to 
this response and I ask that it be included in the record of the hearings. 
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A third approach would be require contractors to report their realized profits to 
the Defense Department. This would enable the Defense Department to analyze 
profit data on a regular, comprehensive basis without resorting to outside consult^ 
ants or screening devices. Committees of Congress could exercise their defense prof- 
its policy oversight responsibilities if the Defense Department made available peri- 
odic profits reports based on the information submitted by contractors. This ap- 
proach is preferable to those described above but it may be useful to supplement it 
with the results of questionnaires, SEC-type financial data, or other sources of infor- 
mation. 
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RRG ASSOCIATES 
20 AUGUST 1985 



FINANCIAL ANALYSIS OF MAJOR DEFENSE CONTRACTORS 

Introduction 

This Report provides financial data and analysis of Major 
Defense Contractors using as the source the latest Annual Report 
(and Form 10-K) of the individual companies, plus earlier year 
reports for prior years* data. It provides an update and 
expansion of the similar report published in July 1984, Financial 
Analysis of Major Defense Contractors. This year's report 
updates the data and analysis by: (1) adding 1984 financial 
resul*.s for the firms; (2) adding two corporations, Textron and 
Martin-Marietta, to the 20 analyzed in the 1984 report and (3) 
developing composite ROA and ROS figures, in addition to the 
individual annual figures for each firm, to enable comparison of 
financial results, for 1977 through 1984, in U.S. Government 
(USG) k/ and commercial markets for the 22 corporations analyzed. 

RRG Associates has been conducting economic/financial 
analysis for the Navy for the past few years. The first report 



1/ The paper uses the term USG for reasons of accuracy. Most of 
the sales are to the DOD (the Services specifically) but often 
there is a relatively minor portion of sales by the same 
corporate segment to NASA or Foreign Military Sales (FMS) through 
DOD. Therefore, the term USG is used vice DOD. 
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covered a few companies and covered data back to 1977. In 
subsequent years, as the utility of such analysis was manifest, 
the data was updated, the list of companies was expanded, and the 
depth of analysis increased. 

The purpose of the sort of economic/financial analysis 
embodied in this report was initially to provide the Navy with 
basic financial intelligence on the major defense hardware 
contractors. The need for, and utility of, such organized data 
and basic analysis should be obvious. Basically, an 
understanding of the finances and financial events of the 
segments and the total corporation provided Navy decision makers 
with one sort of information, to compliment information of 
various other sorts, in making decisions on specific 
programs/contracts and in dealing with specific corporations. 
The bottom-line purpose of this analysis and further analyses 
based on data and results presented here, is to provide tools 
useful in the process of controlling costs of Navy systems and in 
developing and applying procurement policies and practices. 

The raw data used in the analysis is included in this report 
so as to be available for use by the reader in fashioning other 
tables or graphs to suit other needs, issues or applications. 

This analysis should be viewed more as macro analysis of 
trends and financial results of the firms who are the Major 
Defense Contractors, than as a micro analysis of any one firm. 
The annual reports (and Form 10-K's) of the individual firms 
formed the data source and even macro analysis must deal with and 
address the individual firms; however, care should be taken in 
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drawing any conclusions about individual firms from this macro 
analysis. The firms are not consistent in their manner of 
reporting and do not all define terms precisely the same way. 

Besides being major USG contractors these firms represent a 
major amount of business in a variety of commercial markets. In 
1984, about 50% of the sales of the 22 corporations, collectively, 
were in a variety of commercial markets. In addition to a 
meaningful comparison of USG/Commercial profitability, such 
comparisons of USG and commercial business within the same set of 
major defense contractors are of interest because of the influence 
on corporate decisions, especially capital investment decisions, the 
confluence of segment cash flow streams at the corporate level and 
the redistribution of cash for capital investment within the 
corporation. Such a USG/Commercial breakout is not totally simple 
or straight-forward. While all of the firms (except one) breakout 
their total business into two or more segments for purposes of 
financial reporting, in several cases some individual segments (the 
finest structure at which sales, operating earnings, identifiable 
assets and new investments are reported in publicly available 
reports) for a given firm contain a mixture of significant elements 
of both USG and commercial business and this limits the ability to 
clearly contrast USG and commercial business for such segments. 
Several of the almost-all-USG segments also have small amounts of 
sales in commercial markets, for example, Grumman Aerospace segment 
has about 10% of its sales as a subcontractor to a commercial 
program and 5% of Northrop's sales are generated as a subcontractor 
for a commercial airliner. The segments identified as commercial 
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and used in computations make commercial products for industrial or 
consumer markets, and with only minor exceptions, are all commercial 
sales. Segments making commercial products with significant sales 
to the USG, such as Sperry*s commercial computer system where about 
20% of sales are to the USG, are not used in the summary 
calculations. Data for all segments, USG, commercial and mixed is 
shown in the detailed tables for each company. In roost cases, 
however, the segments do contain a relatively pure set of either USG 
or commercial business, thus readily enabling direct comparisons. 
The major exceptions are discussed as appropriate. 

It should also be noted that when the analysis is dealing 
with segment level data on profits, those profits are gross of 
interest expenses (or income) and taxes U and corporate level 
expenses, which are treated in the reports as corporate-level 
items 1/. The segment operating profits more clearly reflect the 
actual operations of the individual segments and the interaction 
with the USG and commercial markets, the primary interest in this 
report. Since the profit figures for both USG and commercial 
business are both gross of corporate level expenses, corporate 
taxes and interest, meaningful comparision between USG and 



2/ Because the USG finances more of the work and because taxes on 
income reported on USG business in the annual reports are often 
deferred until contract completion, inclusion of these 2 factors, 
if they could be included, would likely raise profitability 
measures on USG work relative to commercial business. 

2/ 17 of the 22 corporations analyzed report their data this way, 
4 report somewhat differently and 1 has no separate segments. An 
example of one of the firms that does things a little differently 
than the others is one which subtracts its R&D expenses after 
combining segment results without showing how the R&D was 
allocated among segments. 
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commercial profitability can be legitimately made. Significant 
and comparable amounts of USG as distinct from commercial 
business could be broken out to develop composite figures for 
comparisons of relative profitability of USG and commercial 
business. Figures for corporate level profitability which 
reflect all business of the corporation combined, and are net of 
corporate level items, taxes and interest, are provided in the 
data tables for each firm. 

The report is organized as follows: (1) The next section 
provides summary results for the 22 corporations, individually 
and collectively, and analysis of some broad issues that the 
basic analysis suggests and supports; (2) the section that 
follows that one provides a historical and current perspective on 
relative profitability and explores some of the likely causes for 
observed differences and changes and (3) the final section 
contains a several-page financial data package on each company 
covering individual segment and corporate-wide financial 
information. Again all raw data was extracted from audited 
annual reports (and form 10-K's) published openly by the 
corporations. 

The Corporations whose financial data for 1984 and prior 
years is covered in this report are: 



BOEING 

FMC 

GENERAL DYANMICS 

GENERAL ELECTRIC 

GRUMMAN 

HONEYWELL 

LITTON 

LOCKHEED 

MARTIN-MARIETTA 

MCDONNELL-DOUGLAS 

MORRISON-KNUDSON (NASSCO) 



NORTHROP 

OGDEN (AVONDALE) 

RAYTHEON 

RCA 

ROCKWELL 

SPERRY 

TENNECO 

TEXAS INTRUMENTS 

TEXTRON (BELL) 

TODD SHIPYARDS 

UNITED TECHNOLOGIES 
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Summary and Analysis of Broad Issues 

Table I shows summary data on each company for 1984. The 
first column shows the percent of each corporation's sales for 
1984 that were to the USG. As the table shows, the range is from 
Newport News Shipbuilding, perhaps the most important Navy 
shipbuilder, at only 12.2% of Tenneco*s sales, to Todd, Grumman, 
Martin-Marietta, Northrop, Lockheed and General Dynamics where 
sales to the USG are 80% or more of total corporate sales. In 
general, since 1977, sales to the USG are an increasing 
percentage of the total sales of the corporations examined. For 
example, 3 years ago Newport News Shipbuilding was only about 6% 
of Tenneco's sales. For 1984, specifically, compared to 1983, 
Boeing and Morr ison-Knudson show a substantial increase in the 
share of total sales volume coming from USG business (from 33% 
USG to 43% USG for Boeing and from 14% to 22% for Morr ison- 
Knudson) . For both corporations the cause was a combination of 
increasing USG sales and decreasing commercial sales. Ten of the 
corporations showed slight increases in the USG share and 5 
showed essentially no change. Only 5 of the 22 showed even a 
slight decrease (5-10%) 1/ in the USG share of total sales. 

The second column of Table I shows the percentage that 
profits from sales to the USG are of total profits for 1984. As 
noted earlier, a few corporations have one or more segments that 
have a combination of commercial and USG business and, therefore. 



4/ The change in the USG percentage was 5-10% of 1983 figures; 
the change was not 5-10 percentage points. 
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TABLE I 



FINANCIAL ANALYSIS OF 22 OF THE NAJOR DEFENSE CONTRACTORS 
SUMMARY OF SELECTED DATA FOR 1984 



COMPANY 


% OF SALES , 
TO US6 1/ 


% OF TOTAL, 
PROFITS V 
FROM USG 
SEGMENTS 


BOEING 


41. ax 


93. 7t 


FMC 


42.4 


48.5 


GENERAL DYNAMICS £/ 


89.8 


96.7+ 


GENERAL ELECTRIC 


20.0 


5/ 


GRUMMAN 


81.9 


87.1 


HONEYWELL 


23.6 


20.3 i/ 


lllXOH 


41.0 


5/7/ 


LOCKHEED 


85.0 8/ 


94.5- 


MARTIN-MARIETTA 


80.5 


70.9 


MCDONNELL -DOUGLAS 


68.7+ 


97.8+ 


MORRISON-KNUDSON (NASSCO) 


17.6- 


5/ 


NORTHROP 


84.2 


93.3+ 


OGDEN (AVONDALE) 10/ 


19.7- 


26.4- 


RAYTHEON 


49.3 


79.1- 


RCA 


14.3 


16.9 


ROCKWELL 12/ 


62.7 


58.9+ 


SPERRY 


44.0 


5/ 


TENNECO 


12.2 


14.6 


TEXAS INSTRUMENTS 


24.2 


24.3/32.7 11/ 


TEXTRON (BELL) 


23.0 


5/ 


TODD SHIPYARDS 


82.6 


5/ 


UNITED TECHNOLOGIES 


29.0 


5/ 



ROA 3/ FOR 


USG SEGMENT(S) 


29.3X 


53.6 


35.5 


5/ 


19.7 


14.5 1/ 


5/7/ 


22.0 


35.0 


26.9 


5/ 


19.6 1/ 


5/ 


25.4 11/ 


23.7 


29.4 


13/ 


30.0 


23.1 


5/ 


9.1 15/ 


18.2 16/ 



COMPOSITE ROA FOR $80B OF SALES BY THESE COMPANIES IN VARIOUS COMMERCIAL 
MARKETS 10.7 



COMPOSITE ROA FOR THESE COMPANIES IN BUSINESS WHERE PRODUCTS ARE 
SIMILAR TO USG BUSINESS PRODUCTS 



11.3 
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y Sales to United States Government, primarily sales to DOO; however, sales 
to NASA, other USG agencies and, in a few cases, sales direct to foreign 
governments, are included. 

2/ Operating Profits of Manufacturing/Industrial Segments. 

3/ Operating Profits divided by Identifiable Assets of Operating Segment(s). 
Segments used in calculation are either all USG or predominately {sery) 
USG. 

4/ Includes data for Quincy Shipbuilding Division, which, for 1984, consisted 
of construction of MPS ships built for a GO subsidiary which will charter 
the ships to the Navy (Military Sealift Comnand). Quincy' s data (about 5t 
of GO'S total sale^) are counted as sales to the USG here. If those sales 
Are not counted in 1984, sa es to USG come to 85. 6t vice 89.8% of GO total 
sales and profits from USG sales are 89. 2t of total GO operating profit. 

5/ No breakout of USG business in separate segments, therefore not possible 
to obtain profits or asset figures for USG business as distinct from 
commercial business. 

6/ Based on results in aerospace and defense segments, where 66. 6t of sales 
were to USG in 1984. Profits and assets data are, of course, for USG and 
non-USG sales within that segment since the segment is the lowest leveTon 
which data is published by Honeywell. This estimating technique assumes 
that prof t% and assets are apportioned between USG and commercial 
products based on the 2/3 USG; 1/3 commercial ratio of sales. The ROA 
figures shown here are almost certainly lower then the true USG ROA figures. 

y USG electronics sales are comingled with commercial sales in two Litton 
segments; Ingalls Shipbuilding sales are almost all to USG. Ingalls alone 
accounted for 18t of sales, 20t of profits and had an ROA of 76.3*, in 
1984. In 1983 the Ingalls ROA was 69. 3t. 

8/ Plus 9.8* more to foreign government. 

9/ Northrop' s ROA is not reflective of ROA on current USG contracts because 
of the F-20 on which the company has spent $774M to date but has not yet 
produced any sales or profits. See Table II and III for further discussion. 

10/ Figures are for Ogden's Marine and Modular Construction segment which 
includes an unspecified amount of commerical business in addition to USN 
business at Avondale. 

11/ Figures are based on Raytheon's electronics segment. The majority of whose 
sales are estimated to be to the USG. 
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12/ Rockwell's Aerospace segments 's sales are almost (99%) all to the USG. 
And 72t of all Rockwell sales to the USG are in this Aerospace Segment. 
However, sales to the USG are only 32% of the sales of the other Rockwell 
segments which also have some sales to the USG. The published data does 
not allow a break-out of profits from USG business from the total profit 
figures reported for the segments nor the portion of reported segment 
assets used in USG business. The figure for % of total profits that come 
from USG business includes an estimate of profits derived from USG 
business in the 3 mixed segments plus the profits from the pure USG 
aerospace segment. The ROA figure is for the aerospace segment alone. 

13/ Sperry reports USG business in 2 segments, both of which include non-USG 
sales as well. Therefore, it is not possible to clearly break-out an ROA 
for USG business. However, the ROA's appear to vary with percent of USG 
business in a segment as follows: 

% OF SALES SEGMENT 
SEGMENT TO USG ROA 

Farm Equipment 0% 6.9% 

Commercial Computer Systems 19.8 10.6 

Defense and Aerospace Systems 74.8 17.8 

14/ Due to a technical complication in the way TI reports total profit, it is 
not possible to compute this one number for TI in the same way as it is 
computed for other corporations. The actual figure for percentage of 
derived from direct and indirect sales to the USG is somewhere between 
these two numbers. 

15/ Todd reports for the corporation overall; no segments are reported. 

Therefore, no operating segment identifiable asset figure is provided by 
Todd with which to calculate ROA. An estimate can be developed from the 
Todd balance sheet and this was done for both Table I and III. See the 
detailed section of Todd later in this report for further discussion. 

^/ ROA figures are for Flight Systems segment of United Technologies where 
75% of sales are to USG. 
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it is not possible, given the data structure of the annual report 
of such a corporation, to as clearly separate the operating 
profits or asset figures reported for the total corporation as 
between those derived from or used in USG business and those from 
commercial business. General Electric is a clear example. 
Complete data is presented for the Aircraft Engine and Spares 
Segment at GE, but it is clear that that segment includes both 
military and commercial engines and no further breakdown is 
provided by GE. All of this is to explain the footnote ^/entry 
rather than a number on Table I for a few of the firms. For some 
of even these few corporations, more than one segment includes 
USG business and some of those segments are clearly all USG 
business, so that in later tables in this report, when individual 
segment ROS and ROA*s are displayed, sound numbers are obtainable 
and presented even though corporate total USG profit figures are 
not shown here in Table I. Litton is an example. No figure is 
provided in column 2 (or 3) of Table I for Litton because the 
Advanced Electronics Segment includes both USG and commercial 
sales (an estimated 51% USG) and the reported operating profit 
for that segment does not separately report operating profits for 
USG and commercial business. However, the Litton Shipbuilding 
Segment, Marine Engineering and Production, is almost all USG 
business, so in later tables where data is reported by segment, 
reliable figures for the Shipbuilding part of Litton can be and 
are presented. GE, United Technologies and Textron are the 3 
major corporations where no single segment is all USG and can be 
isolated. But even these three corporations have other segments 
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that are all commercial and these are used in the commercial data 
base. These three corporations have only a small part (20-30%) 
of their total sales to the USG, in any event. 

In several cases, the share of profits from sales to the USG 
is larger than the share of total sales to the USG, indicating 
higher profit rates (Return on Sales (ROS) ) from government 
business as compared to sales in the commercial markets. The 
relative ROS's and the relative Return on Assets (ROA's) will be 
discussed further in connection with subsequent tables. However, 
the numbers in column 2 also indicate the degree to which each 
corporation is dependent on the USG for profits and for its 
financial vitality and viability. The data shows that in 1984, 5 
of the corporations, Boeing, General Dynamics, Lockheed, 
McDonnell-Douglas and Northrop clearly rely on USG business for 
90% or more of their operating profits and Grumman is very close 
at about 87% and Todd is probably at 90% or more, although Todd's 
limited data breakout prevents an exact number. Probably about 
11 1/ of the 22 derive 50% or more of their total operating 
profits from USG business in 1984 and FMC is at 48.5%. In some 
cases, the profits from USG programs have effectively offset the 
corporation's efforts in commercial markets where the 
Corporations continue to achieve operating losses. 

The third column shows the overall Return on Assets (ROA) 
for all USG programs at each of the corporations. The operating 
profit figures used here as the Returns part of ROA are segment 



5^/ The 9 shown in the table plus Todd and Litton. 
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figures, gross of interest income or costs and taxes and 
corporate level expenses, for both USG and conunercial segments. 
Therefore, they are useful relative estimates of the segments' 
operating results, but not valid measures of net, final corporate 
return on assets or equity. A variety of corporate financial 
practices and events not associated with current operations of 
the segments affect the corporations net bottom line figures. 
Final Corporate-Level numbers for each corporation are included 
in the data set for each corporation that follow in this paper. 
Table II shows Return on Sales (ROS) , defined as operating 
profit divided by sales, for 1984 back to 1980. On the first 
page, ROS for USG business only is shown and the firms are broken 
dovm into four major industries. Aerospace, Shipbuilding, 
Electronics and Ordnance. Some firms have segments in more than 
one industry, (e.g.. General Dynamics Government Aerospace, 
General Dynamics Government Shipbuilding and General Dynamics 
Land Systems (Tanks)) and such a firm will appear more than once. 
Table II indicates by footnote 2/, those segments where a clear 
break-out of USG and commercial work cannot be derived from the 
Corporate Financial Reports. Again the noteworthy cases are GE 
(both Aircraft Engines and Electronics) , United Technologies 
(Flight Systems (including Sikorsky) and Power Systems (Pratt and 
Whitney)) and Textron (Bell military and commercial helicopters). 
Other individual segments denoted by footnote 2 are known to 
involve mostly USG sales (Todd Shipbuilding (82.6%), Sperry 
Electronics (75% USG) , Litton (Advanced Electronics Systems) and 
Rockwell Electronics Segment (57% USG)). 
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TABLE II 
COMPARATIVE RETDRN ON SALES (ROS^) Govemaent Sector 



U.S. GOVERNMENT 


1984 
retc) 


1983 


1982 


1981 


198f 


Aerospace ( A/C . Ena .Miss 




Boeing 


li.7 


If. 5 


11. f 


11. f 


7.3 


General Dynamics^ 


If. 3 


If.f 






6.9 


General Electric2 


13.7 


11.7 


11.1 


ii!i 


If. 5 


Grumman 


7.2 


8.1 




If. 4 


8.2 


Honeywell 


7.2 


7.1 






6.2 


Lockheed 


8.2 


7.9 






7.6 


Martin-Marietta 


7.8 


8.f 








McDonnell Douglas 
Northrop3 


7.7 


7.4 






7.3 


8.9 


6.2 


(3!5) 




8.6 


Rockwell 
Textron2 


9.1 


9.1 






5.5 


6.2 


7.6 








United Technology^ 


7.2 


8.5 






5.4 


ShiDbuildinq 












General Dynamics 


If. 4 


6.2 






2.6 


Litton/Ingalls 


If. 3 


11.2 




11.4 


16.1 


Lockheed 


5.3 


11.1 




11.7 


11.6 


NASSCO 


15.2 


18.3 


12!f 




8.1 


Avondale 


5.7 


9.3 






(1.6) 


Newport News 


12.8 


If.f 






6.9 


Todd 


5.7 


4.5 






4.4 


Electronics 












General Electric^ 
Litton2 


If. 8 


7.6 






7.6 


If. 3 


If.l 


lf!6 




If. 4 


Northrop 


11.7 


11.5 


If. 3 


12!2 


11.1 


Raytheon 


12.7 


12.9 


12. f 






RCA 


7.3 


7.4 






6.6 


Rockwell2 
Sperry2 


9.2 


8.9 






9.3 


8.3 


9.2 








Texas Instruments 


11.4 


14.6 


15!2 


15.4 


11.9 


Ordnance/Land Systems 












PMC 


13.5 


9.9 


8.2 




12.6 


General Dynamics 


3.9 


3.3 


2.3 







Composite ROS for all 

USG segments above 9.2 

Composite ROS for mixed 
USG/Commercial segments 
above (denoted by 2) 9.3 

Composite ROS for $80B 

of Commercial Sales 

(see next page) 8.0 

Composite ROS for 
selected commercial 
segments (see next 
page) 7.7 

1 Operating profits divided by sales of the segment (s). 

2 At these corporations, the segment (s) that include the USG business also 
include commercial business and it is not possible, given the data sourc 
es, to separate profits from USG business from profits from commercial 
business within the segment. The same is true of identifiable assets. 
Therefore, the ROS/ROA figures shown here are the figures for the entire 
segment which includes USG business rather than for USG business per se. 

^ The figures shown above for Northrop Aerospace are based on profit 
figures that are calculated by Northrop by subtracting F-20 costs from 
achieved profits on programs that have/are achieving sales. F-20 
expenses total some $774M through 1984. ROS's computed based on 
operating profits on aircraft programs whose sales generated those 
operating profits, without subtracting F-20 expenses, are: 1984 - 13.7; 
1983 - 12.1; 1982 - 9.8; 1981 - 8.0; 1980 - 8.5. 
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TABLE II (continued) 
COmiEBCIAL SECTOR BOS tCQVBRS APP, S9f6 8hL£S IH 19641 



Industry t€oflip<invl 



1984 



1&B3 



1»B2 



lasi 



19BB 



Pood Products (Ogden) 2,8 
Oil, qsn t chem {Terin«COll3.6 
Indust. Chen (PMC) 18.2 
Perform, chen (PMC) If. 6 
Rnergy (Raytheon) 2.1 
Const r. 6 Engr. (M6K) 4.3 
Constr. (Northrop) Discon. 
*Bldg. Sys. (O.T.) 5.0 
*Indu8t. Prod. (O.T) 7.8 
*Gen. Indust. (Rockwell) 10.7 
*Spl. Mach. (PNC) 6.3 
*Netallur. Nater. (T.I.) 8.6 
*Power Sys (G.E.) 13.6 
*Elect. 6 Electron. 

Prod. (Litton) 8.7 
*Control Prad (Hofieyvell)13.8 
*Control sys, (Honeywell) 8.4 
^Electron Comp* (T 1.) 19.4 
*Info. Sys Ijoneyvell) 9.9 
Business Sys (Litton) Discon 



*Digital Prod. (T.I.) 0.0 
*CoBiiBer. & Consun. 

Prod. (RCA) 3.1 

*Consum. Prod. (GE) 11.8 

^Appliances (Raytheon) 7.7 

•Conmeccial A/G (Boeing) 0.0 

*Tran«, Acft. (HUCJ 2.7 

*AiJtoinot i^/« {Rockwell) 12.2 

TrHiAApa station (RCA) 3.5 

Conununications (RCA) 25.7 

Broadcasting {RCA) 9.2 

Services (PHC) (9.3) 

Services iGE) 5.1 

Services (Litton) 8.5 

Services (Ogden) 5.5 

Services (T.I.) (8.6) 

*Autonotive (Tenneco) 15.3 
*BaEic Prod. 

(Aartin Marietta) 20.1 

Information Sys (MDC) (5.1) 

*farin £quip fSperry} 4.8 

*rndiiflt Prod tTextcon) 7.2 
*ConBunec Prod. (Textron) 7.4 
*ConSt./Farin Equip 

(Tenneco) (6.1) (4.2) 
iaat*l Resourcefi and 

othet ^Tenneco) 9*5^ 6.9 



2.6 

15.4 

16.8 

6.0 

1.8 

3.6 

(164.3) 

6.9 

5.1 

8.9 

(2.5) 

15.1 

13.0 

8.6 
4.1 
8.6 
13.9 
7.9 
(1.9) 
(66.0) 

3.0 
9.6 
7.5 
1.4 
(2.3) 
3.7 
5.0 

2^.7 

• .5 

(3.3) 

17.7 
8.5 
5.2 
5.0 

12.7 

18.2 

(3.4) 

9.9 

2.6 

7.2 



1.7 

17.5 

15.4 

3.0 

5.8 

4.7 

(1.0) 

7.0 

1.4 

9.6 

(5.7) 

8.8 

10.6 

9.3 
7.8 
11.5 
2.5 
4.8 

2.0 

3.6 

7.5 

3.9 

0.3 

(3.1) 

3.6 

5.1 

44.8 

6.0 

15.9 

23.9 

16.1 

5.7 

12.9 

10.4 

4.2 

(0.1) 
2.8 
0.1 
6.9 

(1.1) 

6.1 



4.1 

17.9 

14.9 

12.4 

7.5 

6.1 

5.2 

7.6 

1.4 

14.6 

(0.6) 

13.0 

7.7 

10.1 
8.4 

11.6 
1.8 
8.9 
4.2 
2.4 

2.4 

8.4 
4.2 
4.4 

(3.5) 

1.2 

3.0 

30.7 

3.0 

20.3 

24.2 

17.0 

5.7 

18.3 

7.7 



1.2 
6.5 



4.4 

17.2 

13.5 

(0.6) 

6.6 

5.7 

16.7 
9.1 
8.3 

10.0 
1.8 

19.6 
6.6 

9.8 
12.8 
11.1 
14.9 
11.3 
5.3 
6.5 

6.1 

9.9 

3.1 

8.9 

(6.5) 

5.4 

9.9 

35.8 

4.9 

17.4 

24.1 

18.1 

4.1 

14.6. 

4.8 



0.8 
4.5 



Covposite ROS for all 

above commercial 

segments, combined 8.0 

Composite ROS for 

selected commercial 

segments (similar to 

OSG Business products) 

denoted above by 

asterisk 7.7 
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The ROS for Northrop' s Aircraft Segment reflects the figures 
published for operating profit in Northrop' s Annual Financial 
Report. The operating profit figure shown by Northrop is the 
year's operating profit of the Aircraft Segment less the aunount 
spent that year on the F-20, which to this point, at least, is 
not a USG program. The footnote shows ROS based on operating 
profit before subtraction of P-20 expenses. 

The ROS figure shown for General Dynamics Land Systems 
(Tanks) is low relative to ROS for other segments/corporations 
not because making tanks is inherently not as profitable as other 
defense items but because GD is still amortizing (as firms often 
do in such cases) part of the purchase price of the tank line 
(purchased from Chrysler Corp in 1982) , against current operating 
profits. In 1984, $36. 6M of the approximately $300M purchase 
price paid in 1982, was amortized against 1984 operating earnings 
on the tank business. Without that subtraction the operating 
profit as a percentage of sales on 1984 operations per se would 
have been 7.2% for GD Land Systems, in line with the ROS figures 
for other segments/corporations. 

For 1984, the range of ROS's is a relatively narrow 6-15% 
(compared to the range of ROA's to be shown in the next table) 
and most of the 1984 figures are relatively consistent with 
prior-year figures. 

The ROS for GD shipbuilding for 1984 is back in line with 
other government shipbuilders; GD's operating earnings figures 
for prior years were damped by operating loss carry-forwards from 
prior year submarine losses. Lockheed Shipbuilding shows a major 
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decrease in ROS for 1984; operating profits were 1/2 their 1983 
level (a peak year) even though sales increased 4%. Avondale's 
ROS is down from 1983, but still well above prior-year ROS 
figures. Newport News Shipbuilding (a segment of Tenneco) shows 
a sustained, steady increase in ROS; 1984 sales are double the 
1980 figure and 1984 operating profits are 3.8 times 1980 
operating profits. TI's Government Electronics Segment showed a 
decrease in ROS in 1984; sales increased 15.6% but profits 
decreased about 10% from 1983 levels. FMC's ordnance/land system 
segment. Defense Systems, showed an increase in ROS for 1984; 
while sales increased 7%, operating profit increased 46% from 
1983 levels. 

The above mention of individual segments/corporations are by 
no means meant to provide in-depth insight into specific Defense 
Contractors; that sort of thing is more properly the subject of 
other reports. Again, the additional detailed data for each of 
the 22 corporations is provided in the later part of this report. 

The bottom part of Table II shows composite ROS figures for 
the USG business for the segments where a clean break-out could 
be made and a separate composite figure for segments where the 
break-out was not as clear-cut (those denoted by footnote 2) 
where the figure reflects results on some commercial business as 
well as USG business. The second figure is the composite ROS 
achieved by these same 22 corporations in a wide variety of 
purely commercial markets. The Commercial ROS represents results 
from about $80B in sales in 1984, about the same level of sales 
dollars as are represented in the USG and mixed segments in the 
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table. The last figure shows the composite ROS for a selection of 
commercial segments where products were judged similar to products 
in the USG segments. The second page of Table II shows the 
commercial segments/corporation and the individual ROS's for 1984 
back to 1980. 

The ROS on USG business measures about 15-20% higher (9.2% vice 
8.0-7.7%) than ROS in commercial business in 1984. Later in this 
report composite ROS's will be shown for 1977 through 1984. That 
longer period analysis shows ROS's to be close but changing from 
commercial higher initially to USG measurably higher since 1981. 
Note here in Table II that: (1) most commercial business numbers 
are a little higher in 1984 than in 1983-1980 (e.g., Tenneco's and 
Rockwell's Automotive Parts Segments); (2) very small and negative 
numbers are much more common in commercial business than in USG 
business as are some very large ROS figures. 

Table III is similar in structure to Table II except that Table 
III shows the ROA, Operating Profit divided by Identifiable Assets, 
for the 22 Corporations in USG segments and in the Commercial 
Business segments listed . Several things are immediately apparent 
from Table III. 

First, the ROA's for USG business are much larger, generally, 
than the ROA's for the commercial business shown segments on the 
second page of the table. Note again the several segment^/ 
corporations where the numbers reflect ROA's for a mix of USG and 
commercial business. For those segments/corporations (G£, United 
Technologies, Textron, Rockwell Electronics and Sperry) , in 
particular, the ROA's appear lower than the other segments which are 
all-USG business but generally higher than commercial segment 
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TABLE III 






COMPARATIVE 


RETURN ON 


ASSETS 


(ROA^) Government Sec to ] 


i 


U.S. GOVERNMENT 


1984 


1983 


1982 


1981 


1980 


Aerospace ( A/C.Bna -Miss 


retc) 










Boeing 


29.3 


31.7 


35.5 


28.3 


16.0 


General Dynamics 


48.9 


54.2 


51.0 


40.9 


31.8 


General Electric^ 


15.4 


16.0 


15.8 


16.5 


16.2 


Grumman 


19.7 


20.9 


23.5 


23.8 


20.7 


Honeywell 


14.5 


15.5 


13.0 


16.1 


16.9 


Lockheed 


22.2 


19.9 


22.0 


28.8 


25.0 


Martin-Marietta 


34.9 


54.3 


57.6 






McDonnell Douglas 
Northrop^ 


26.9 


21.3 


20.4 


27.1 


10.8 


19.6 


15.2 


8.2 


3.4 


16.2 


Rockwell 
Textron^ 


29.5 


31.8 


25.8 


30.4 


19.3 


8.2 


11.3 


11.5 






United Technology* 


13.3 


17.7 


17.7 


12.9 


11.3 


Shiobuildinq 












General Dynamics 


44.4 


20.6 


(7.0) 


(2.6) 


4.5 


Litton/Ingalls 


76.3 


68.7 


50.0 


51.5 


66.2 


Lockheed 


16.9 


47.1 


30.8 


71.4 


41.2 


NASSCO 


52.3 


40.2 


33.9 


19.5 


20.9 


Avondale 


10.2 


13.0 


4.1 


3.5 


(3.3) 


Newport News 


30.0 


23.9 


21.1 


14.9 


10.4 


Todd^ 


9.1 


9.3 


15.0 


22.0 


15/1 


Electronics 












General Electric^ 
Litton^ 


17.8 


12.3 


9.5 


10.8 


13.4 


18.0 


21.3 


22.8 


26.9 


27.1 


Northrop 


22.2 


29.2 


24.1 


28.6 


25.0 


Raytheon 


25.4 


18.6 


16.5 






RCA 


23.8 


33.7 


30.1 


32.8 


28.0 


Rockwell^ 
Sperry2 


15.5 


15.6 


15.2 


9.8 


14.1 


17.8 


21.8 


20.7 






Texas Instruments 


23.1 


38.8 


51.1 


44.4 


26.6 


Ordnance/Land Systems 












FMC 


53.7 


46.1 


25.8 


18.9 


35.6 


General Dynamics 


8.0 


8.0 


4.4 






Composite ROA for all 




USG-only segments 












above 


26.7 











Composite ROA for mixed 
USG/coinmercial segments 
above (denoted by 2) 15.1 

Composite ROA for $80B 
of Commercial Business 
(see next page) 10.7 

Composite ROA for 
selected commercial 
segments (see next 
page) 11.3 

^ Operating profits divided by identifiable assets of the segment (s). 

2 At these corporations, the segment (s) that include the USG business also 
include commercial business and it is not possible, given the data sourc 
es, to separate profits from USG business from profits from commercial 
business within the segment. The same is true of identifiable assets. 
Therefore, the ROS/ROA figures shown here are the figures for the entire 
segment which includes USG business rather than for USG business per se. 

^ The figures shown above for Northrop Aerospace are based on profit 
figures that are calculated by Northrop by subtracting F-20 costs from 
achieved profits on programs that have/are achieving sales and profits. 
F-20 expenses total some $774M through 1984. ROA's computed based on 
operating profits on aircraft programs whose sales generated those 
operating profits, without subtracting F-20 expenses, are: 1984 - 26.9; 
1983 - 25.6; 1982 - 18.1; 1981 - 11.3; 1980 - 10.3. 

4 See footnote #15 on Table I. 
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TABLE III (continued) 



qytmwscihh SBcroit bo* (covshs app. $8iB sales tii I9fl4) 





1»84 


1983 


1982 






tnduttrv JCompany) 


1981 


1983 


Pood Products (Ogden) 


5.9 


4.6 


3.0 


9.3 


11.7 


Oil, gas k cheni (Tenneco) 10.3 


11.2 


14.4 


15.9 


16.5 


Indust. chem. (PNC) 


20.2 


19.0 


17.2 


17.2 


15.0 


Perform, chem. (PMC) 


16.4 


8.5 


4.4 


18.4 


(0.7) 


Energy (Raytheon) 


4.6 


4.8 


15.8 


19.4 


17.9 


Constr. & Engr. (M&K) 


11.5 


10.2 


13.2 


16.8 


17.6 


Constr. (Northrop) Discon. 


(255.6) 


(5.0) 


15.0 


65.2 


*Bldg. Sys. (U.T.) 


X0 . ^ 


14.6 


14.4 


17.5 


16.7 


♦Indust. Prod. (U.T) 


JLx . 


7.1 


1.7 


1.8 


11.0 


*Gen. Indust. (Rockwell) 


xO . o 


14.5 


16.9 


27.9 


18.1 


*Spl. Mach. (PMC) 


Xf9 . 7 


(3.8) 


(7.5) 


(1.0) 


(3.1) 


♦Metallur. Mater. (T.I.) 


X3 . 


24.7 


14.1 


20.7 


29.4 


♦Power Sys (G.E.) 


21.4 


21.1 


18.7 


12.0 


9.9 


♦Elect. & Electron. 












Prod. (Litton) 


20.2 


16.0 


16.4 


20.2 


19.0 


♦Control Prod (Honeywell) 21.0 


5.0 


9.9 


12.9 


18.1 


♦Control Sys. (Honeywell) 12.7 


13.9 


20.1 


19.4 


18.4 


♦Electron. Comp. (T.I.) 


35.0 


21.9 


3.7 


2.7 


23.6 


♦Info Sys. (Honeywell) 


13.7 


9.9 


5.8 


11.5 


13.7 


Business Sys (Litton) Di 


.scon. 


(3.6) 


— 


8.6 


8.9 


♦Digital Prod. (T.I.) 


(0.2) 


(133.5) 


3.1 


4.5 


11.0 


♦Commer. & Consum. 












Prod. (RCA) 


6.9 


6.5 


7.7 


4.8 


12.9 


♦Consum. Prod. (GE) 


23.2 


20.1 


16.3 


18.8 


23.2 


♦Appliances (Raytheon) 


13.4 


13.6 


6.1 


7.0 


5.7 


♦Trans. Acft. (Boeing) 


0.0 


2.1 


0.3 


6.6 


20.6 


♦Trans. Acft (MDC) 


2.0 


(1.9) 


(2.1) 


(3.8) 


(6.0) 


♦Automotive (Rockwell) 


21.4 


5.0 


5.4 


2.0 


10.2 


Transportation (RCA) 


2.5 


3.5 


3.0 


1.6 


6.1 


Communications (RCA) 


10.7 


9.7 


18.3 


12.0 


15.7 


Broadcasting (RCA) 


20.5 


16.5 


13.1 


5.8 


9.4 


Services (FMC) 


(8.3) 


(2.5) 


20.2 


24.3 


20.6 


Services (GE) 


7.5 


15.6 


16.2 


18.8 


18.7 


Services (Litton) 


12.2 


14.9 


30.0 


29.3 


31.4 


Services (Ogden) 


13.6 


12.7 


13.4 


13.9 


10.8 


Services (T.I.) (17.9) 


11.1 


31.9 


36.6 


27.6 


♦Automotive (Tenneco) 


26.4 


20.9 


14.8 


10.6 


5.8 


♦Dasic Prod. 












(Martin Marietta) 


19.5 


18.8 


3.3 






Information Sys. (MDC) 


(4.0) 


(4.0) 


(0.1) 






♦Farm Equip. (Sperry) 


6.9 


15.3 


4.1 






♦Indust. Prod. (Textron) 


14.2 


4.6 


1.1 






♦Consumer Prod. (Textron) 14.3 


14.9 


14.0 






♦Const /Farm Equip. 












Tenneco 


(6.7) 


(4.6) 


(1.4) 


1.6 


1.1 


Nat 1 Resources and 












other (Tenneco) 


6.7 


4.8 


4.0 


4.0 


2.9 



Composite ROA for all 

above commercial 

segments, combined 10.7 

Composite ROA for 

selected commercial 

segments (similar to 

USG Business products) 

denoted above by 

asterisk 11.3 
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ROA's. As mentioned above > CD's Land System number is a£ fee ted 
by the way the Tank Line purchase is being treated; ROA for 
actual operation in 1984 was 14.8%. One major reason for the 
decrease in USG ROA at TI from 38.8% in 1983 to 23.1% in 1984 was 
an increase in identifiable assets associated with that segment 
from $454M in 1983 to $688M in 1984. The apparent causes probably 
include expansion of 2 facilities, opening of a new plant and 
conversion of a former commercial plant to use on USG business. The 
complete explanation for the $234M (51.5%) increase in assets is not 
evident from the available data. 

Second, there is considerable variance among the individual 
segments/corporations . 

Third, there are far more very small or negative numbers in 
commercial business than in USG business. 

Again, detailed data in the operating profits and identifiable 
assets for each of the segments of all the 22 corporations for 1984 
and prior years are provided at the back of this report. 

The numbers at the bottom of Table III show a 1984 composite 
ROA for the USG segments of 26.7% compared to a composite ROA of 
10.7% for commercial business at these same corporations and an ROA 
of 11.3% for selected commercial segments, in 1984. 
An Historial Perspective on Relative Profitability 

Figure 1 shows, graphically, the annual ROS's and ROA's for 
USG, for commercial business §./ , and for selected commercial 



6/ As in (Tables II and III) , above only data from individual 
segments of the 22 corporations analyzed that were clearly within 
either USG or commercial markets was used in generating these 
figures. About 90% of the 100 or so segments within the 22 
corporations were assigned as representing either USG or commercial 
business. About $130B in sales for 1984 are covered. 
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nCUREl 
COMPARATIVE PROnTABlLlTY OF USG AND COMMERCIAL 



i^USG SEGMENTS PROM TABLE II 

»« ALL COMMERaAL SEGMENTS FROM TABLE II 

SELECTED COMMERCIAL SEGMENTS FROM TABLE II 



USG- 



-USQ 



1 1 1 

1979 1960 1981 

OPERATING RETURN ON SALES 



— T" 
1963 



1964 



^-*- 



^<V 



X 



v^ "^ ** *• 



/>" 



• ALL USG SEGMENTS FROM TABLE III 

• ALL COMMERCIAL SEGMENTS FROM TABLE III 

• SELECTED COMMERCIAL SEGMENTS FROM TABLE III 



"T 1 1 1 1 1 — 

1977 1978 1979 1980 1981 1982 

OPERATING RETURN ON IDENTIFIABLE ASSETS 



1983 



1964 
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segments (that had products similar to products in USG business) , 
for 1977 through 1984. Table IV shows the numbers obtained £rom 
the 2malysis and used to generate the graphs. 

Consider the ROS graphic, the graph at the top of figure 1. 
That graph shows ROS on commercial business (all segments or 
selected segments) was higher than the ROS for USG business until 
1980 but by 1981 the lines had crossed and ROS for USG business 
has remained measurably above the ROS for commercial business 
through 1984. Note that both the USG and commercial curves 
changed. The commercial ROS began to decrease in 1979, possibly 
due to whatever form of economic recession one cares to postulate 
for all or some of the 4 years between 1980 and 1983, and has 
just begun to show an increase in 1984. But the USG ROS curve 
itself increased st irting with the operating results for 1983. 

The ROA graph on the bottom of Figure 1, shows a similar but 
different pattern and much more pronounced differences. While 
ROS*s for USG and commercial business were at relatively 
(compared to ROA*s) comparable levels for the whole period, the 
ROA's were very different throughout the whole period. Composite 
USG ROA is higher than composite commercial ROA's for the entire 
period and was over 1.4 times commercial ROA even in the best 
years for commercial ROA. In 1984, USG ROA was 2.4-2.5 times the 
comniercial ROA. 

Again both curves changed: the USG curve increased and the 
commercial curves decreased. The total observed increase in the 
USG: commercial ROA ratio is not due merely to a decrease in the 
commercial ROA's but to the increase in USG ROA's as well. Even 
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if commercial ROA*s had stayed at about 16% through 1984, USG ROA 
would have been 1.7 times that supposed commercial ROA in 1984. 

The commercial ROA began to decrease in 1979 and, while 
still below 1977-1979 levels, shows an increase in 1984. In 
contrast, the USG ROA curve shows a major increase from previous 
levels after 1982. Results for 1983 and for 1984, show increases 
in composite USG ROA from prior levels. 

It is not appropriate given the specific scope and nature of 
this report to attempt to determine specific reasons for the 
relative positions and shapes of the curves or to determine how 
the curves should look. Answers to such questions are important 
issues for USG procurement management and should be pursued. 

The changes in the USG ROA curve in 1983 and 1984 and recent 
and prospective changes in Defense profit policy and USG 
financing rates and levels, especially by the Navy, and the 
increased emphasis on competition, make the corporate financial 
results for 1985 and subsequent years of more than usual 
interest. This analysis is scheduled for update as the corporate 
financial data becomes available. 
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Chairman Hubbard. Congressman George Wortley of New York 
State. 

Mr. Wortley. Thank you, Mr. Chairman. 

Ms. Spector, for the record, again, could you tell us what is the 
percentage of contracts, defense contracts, that are negotiated, and 
what are competitive, the percentage and numbers of contracts, 
and also the dollars? 

We used to talk about approximately 94 percent of all the De- 
fense Department contracts being negotiated. What is that percent- 
age down to today? 

Ms. Spector. Sir, I will submit precisely the answer for the 
record, but negotiated and competitive are not opposites. 

The Competition in Contracting Act says that sealed bidding and 
negotiated competition are equivalent. We negotiate many of our 
requirements; you can't put out an invitation for bid on a mcgor 
weapons system. 

There has to be some negotiation of requirements, negotiation of 
dollars, getting the best price and then going for best and final 
offers on many of our ssrstems. 

Mr. Wortley. I understand that. 

Ms. Spector. We negotiate many things that are competitive. 
Our competition rate in dollars is about 47 percent for 1985. That 
is what we compete.. 

Mr. Wortley. Seventy-five 

Ms. Spector. Forty-seven percent we have received through com- 
petition in 1985. 

Mr. Wortley. That is in dollars? 

Ms. Spector. Yes. It is in excess of 65 percent in actions, number 
of actions. 

[In response to the request of Congressman Wortley, the follow- 
ing information was submitted for the record by Ms. Spector:] 

CoMPEnnoN Statistics 

Preliminary figures indicate our rate of contract competition has inceased about 
five percentage points to 48 percent (in dollar terms) in FY 1985 over last year and 
more than seven points since FY 1982. Final figures may be higher. We awarded 
$67.4 billion competitively, $14 billion more than FY 1984, and $25 billion more 
than FY 1982. We awarded 71.6 percent of the number of contract actions competi- 
tively versus 63.1 percent in FY 1984 and 52.6 percent in FY 1982. 

Mr. Wortley. How far behind do you usually run in terms of 
your audits, about 6 months after a contractor has completed, you 
will get into an audit, or is it a longer period than that? 

Ms. Spector. We don't audit every contract after it is complete. 

Mr. Wortley. What contracts do you audit? 

Ms. Spector. Incentive-t3rpe contracts would be audited after 
they are complete, because we do a redetermination of the profit to 
adjust the incentive formula. 

Firm, fixed-price contracts, competitive contracts are normally 
not audited after completion. We don't audit every contract. 

Mr. Kendig. I would like to add that the procedure used in the 
auditing especially at the large contractor locations, is an ongoing 
continuous audit that is peformed by the Defense Contract Audit 
Agency. By this procedure, the auditors are able to audit it across 
the board through the contractor system for costs that are associat- 
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ed with all the contracts that the contractor is performing at the 
time. 

So there is an up-to-date, real-time-t3rpe auditing during the 
course of the year which will apply to the ongoing contracts that 
are performed during those years. 

Now, you then have at the completion of contracts, you have to 
accumulate all this data. The contracts will have run for 3 or 4 
years, so you have to put all this together. And then when the con- 
tractor comes in with his final proposal on a settlement of a flexi- 
bly priced contract, it may take another 4, 5, 6 months before you 
wrap the whole thing up, but it is a constant audit being per- 
formed. 

Mr. WoRTLEY. You wrap it up within 4 to 6 months after the con- 
tract expires? 

Mr. Kendig. At the end of a contract, what the contractor comes 
in with is a final proposal on incentive-t3rpe contracts, a proposal 
that says, OK, we negotiated a target and we negotiated a ceiling 
when we started out. Here are my actuals in connection with all of 
what happened over the past 4 years. Based on the formula, this 
then is the final cost that I want to have for the contract. 

The Defense Contract Audit Agency then has to examine that. If 
there are any questionable costs that are a part of what the con- 
tractor submitted, they must submit a report on that. 

Then there is a final negotiation using all the questions raised by 
the auditor and the target formulas that were negotiated in the be^ 
ginning to come down to the final price. 

So, on those big contracts, which are most of the ones that have 
the real big dollars, we do have knowledge of, at least from the 
viewpoint of marginal cost, how much money the contractor is 
making on those contracts. 

Mr. WoRTLEY. Mr. Chairman, I would like to follow up and ask, 
does this same t3rpe of audit follow on spare parts contracts or just 
on the incentive contracts, the big-ticket items? 

Mr. Kendig. Many of the problems involved in spares are associ- 
ated with the major procurement contracts. We buy spares as a 
separate item and we also buy spares, initial-t3rpe spares, that have 
to be delivered with the hardware itself, so some of the cases that 
you heard about, some of the stories that have come out 

Mr. WoRTLEY. The horror stories. 

Mr. Kendig. Right, they have been associated with those replen- 
ishment and spare parts that are delivered as a part of the weapon 
system contract itself, so to the extent that the spares are under 
those contracts, they are part of that settlement that I am talking 
about. 

To the extent that they are a part of firm, fixed-price contracts 
that may be coming from the — requirements type, you know, the 
replacement spares for those things that are already out in the 
field, in many cases, no, these are firm, fixed-price contracts and 
we are not having some kind of a determination at the end of the 
final price. 

Mr. WoRTLEY. Those horror stories that we hear about on spare 
parts, when you determine that there is an overcharge, is that usu- 
ally determined by your operation or is it the Congressional Budget 
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Office or the General Accounting Office — who usually comes up 
with those? 

Mr. Kendig. Well, the Defense Contract Audit Agency has been 
one of the prime identifiers of this. The inspector general over the 
past few years has contributed greatly to these revelations. 

I think that basically within the Department of Defense, they 
would have accounted for substantially all of the so-called horror 
stories that have gotten into the paper. 

Mr. WoRTLEY. Tiiank you very much. 

Thank you, Mr. Chairman. 

Chairman Hubbard. Thank you, Congressman Wortley. 

We now call on Congressman Doug Barnard. 

Mr. Barnard. Thank you, Mr. Chairman. 

Ms. Spector, Mr. Math in his testimony indicated that the Gener- 
al Accounting Office was concerned about the validity of the 
study— do you pronounce that "DFAIR"? 

Ms. Spector. Yes. 

Mr. Barnard. Sounds like how we would pronounce it in Geor- 
gia. He indicates that the validity of the study is maybe somewhat 
in question. Do you share the same concern? Does your area share 
the same concern that he does? 

Ms. Spector. No, sir. The data was requested on a voluntary 
basis from the top 100 contractors and some smaller. We asked for 
comparable data on their commercial s^ments. 

A lot of the Government data we could have gotten ourselves and 
is auditable. It is the stuff on the commercial comparison data that 
wasn't readily available to us. 

Each contractor had the data certified by its own accounting 
firm, signed as being correct, so it is not as though it is lust tossed 
in. It was certified and it went through Touche Ross, who worked 
for us. 

The reason for confidentiality is, we were asking for a substan- 
tial amount of data that we are not otherwise entitled to and 
wouldn't get on a routine basis. I don't think that the study is 
wrong or is incorrect or is invalid for that reason. 

I have a fair degree of confidence in the data, and don't share 
GAO's concern with it. 

Mr. Barnard. He also said in the November 1984 letter they recr 
ommended — on page 5 of the testimony — periodic profit studies 
based on regular reported data on defense contract profitability to 
be established. 

What is your position on that recommendation? 

Ms. Spector. I wouldn't mind doing it. I have no objection to 
doing that. 

Mr. Barnard. He indicated that the fundamental areas to be ad- 
dressed would include the actual profits earned and level of invest- 
ments and so forth. 

Do you see any unusual problem that would be for the Depart- 
ment of Defense? 

Ms. Spector. I think were we to gather data on all contractors 
doing over $5 million of business with us, it might be an unneces- 
sary burden on a lot of very small companies. 

Were we to do something like that, we might want to limit it to a 
representative sample of contractors. 
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We discovered at the Renegotiation Board, it was costing about 
$100 million a year just to gather the data. Were we to limit to 
maybe 100 contractors, the cost of the data collection would not be 
as great and maybe we could do something like that. 

Mr. Barnard. You are saying it could be that the cost effective- 
ness of that recommendation could be just as costly as the Renego- 
tiation Board's? 

Ms. Spector. Depending on the way we gather the data and from 
whom. 

Mr. Barnard. You are considering that as a possibility? 

Ms. Spector. We certainly would consider it. 

Mr. Barnard. I understand that Derek Vander Schaaf, who is 
the Deputy Inspector General, testified before the Government Op- 
erations Committee that he preferred strengthening the Truth in 
Negotiations Act to any proposals for renegotiation. 

What is your opinion of that statement? 

Ms. Spector. I would probably share his view. In fact, on renego- 
tiation, I guess I would not advocate renegotiation at all. 

The gathering of the data and adjusting our policies based on it 
is what I would not object to. Renegotiation is something I would 
not advocate. 

Mr. Barnard. I am sure this has been covered by other Mem- 
bers, but I would like to reiterate this. 

We have been talking again about these exorbitant prices that 
we have paid for various articles. I didn't know about braziers, Mr. 
Gonzalez. But coffeepots and hampers, would the revival of the Re- 
negotiation Board remedy this problem? 

Ms. Spector. I don't think so, sir. As I did mention, a lot of the 
horror stories are where we are buying low-dollar-value items, com- 
paratively low, in small quantities from prime contractors. 

Those spares, because we are buying 12 of them, are in many 
cases overpriced but would 12 hammers or any of these things 
show up in the profit of one of our largest corporations from whom 
we are bu3dng them? The answer is, probably not. 

It would be subsumed so that we wouldn't be recouping money 
from large primes for spares, by and large. That is not where they 
are making their big money, which is why most of them responded 
they would be willing to give us voluntary refunds in that area. 

It is not a big income maker for them. 

Mr. Barnard. I have just a few minutes left, but in the time I 
have remaining, would you tell us something about the Truth in 
Negotiations Act and how you see that working to avoid excess 
profits. 

Ms. Spector. In negotiated procurements, which are the substan- 
tial volume of our procurements, contractors have to give us cur- 
rent accurate and complete cost and pricing data showing how they 
develop their price. It can consist of actuals; it can consist of virtu- 
ally anything we ask for that contributes to development of the 
price. 

With the proposal, we get a substantial amount and as the nego- 
tiation progresses, we get more. We can then get a fairly accurate 
assessment of costs. 

Where excessive profits are made is not in negotiated profit, but 
it is where we don t accurately assess costs. Truth in Negotiation 



Digitized by 



Google 



98 

prevents padding costs and that is the area we should be looking 
at. It enables us to make an accurate assessment of costs so that 
we don't have excess profits. 

Mr. Barnard. In your operations, you have an ongoing oper- 
ations to implement the Truth in Negotiations Act? 

Ms. Spector. Every single negotiation. 

Mr. Barnard. So this is in place, it is operative, and so it is an 
ongoing process that you have today? 

Ms. Spector. Yes, sir. 

Mr. Barnard. Would the Reneogotiation Board be a duplication 
of that? 

Ms. Spector. I wouldn't say that it would be a duplication. 

Mr. Barnard. Because thLs is before the fact rather than after 
the fact? 

Ms. Spector. Yes, sir. It is a different perspective. 

It is going back and getting if he happens to have undemm. I 
assume that is the situation. It would be different. 

It wouldn't exactly be a duplication, in my opinion. 

Mr. Barnard. Thank you. 

Chairman Hubbard. Thank you. Congressman Barnard. 

Congressman Steve Bartlett of Texas. 

Mr. Bartlett. I am not going to spend much time on the propos- 
al of the Renegotiation Board since I concur with the witnesses. I 
think it is a discredited idea and probably would add to costs in the 
process. 

Let me ask several questions, though, of both witnesses on the 
whole procurement process. 

First, on the process that I suppose I would describe as overen- 
gineering or overspeciHcations, I wonder what efforts that you see 
the Defense Department either is taking or should take in the 
future to prevent the overdesign — let me be specific. 

We have heard, I guess, the example of the $7,000 coffeepot, 
which was sort of laughed at, and it should have been. The only 
difficulty is when you looked at the design for the coffee, it is a 
wonder that anyone could make a coffeepot to those specifications 
for $7,000, or the $100 washer, because it was made from scratch as 
opposed to in large quantity or other items. 

Are there efforts under way or should there be efforts imderway 
to increase the number of stock items that we buy where literally 
we could purchase from a hardware dealer stock items in stock 
quantities, particularly for noncritical components? 

Secretary Spector. 

Ms. Spector. There absolutely are efforts underway. We have 
streamlining efforts well underway, initiatives in each of the serv- 
ices underway to prevent overdesign. We have also emphasized to 
the contractors to tell us when we are overdesigning things. 

We have tried to go out with performance specs at the beginning 
of the design stage of a program. We are emphasizing using off-the- 
shelf items. 

We have tremendous initiatives underway, but of course you 
won't see the results of those until after a 3- to 5- to 7-year full-scale 
development, and then it goes into production and we buy spares. 
So a lot of the things we are buying spares for now you will contin- 
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ue to hear stories of possible overdesign, stuff designed 20 years 
ago before the initiatives. 

The case of the toilet seat and ashtray is an old airplane. We are 
trjdng terribly hard not to do that an3miore, and I think the serv- 
ices have taken those initiatives very, very seriously, as have the 
contractors. 

Mr. Bartlett. Mr. Math, do you see evidence of changes in terms 
of the design, or has GAO looked at that at all? 

Mr. Math. We haven't looked at the streamlining program that 
Eleanor mentioned. I think it is a very important area in terms of 
overspecifications whether it be on those items you mentioned or 
on the major end items, getting down to the very specific "how- 
to's." 

It should do all these specific things. It would be better to estab- 
lish a requirement and then let the community determine how best 
to satisfy that requirement without telling them that that should 
do this, this, this and that is what we are talking about, overspeci- 
fication. 

Mr. Bartlett. Secretary Spector, you commented that at the be- 
ginning of the design process there is streamlining or an attempt to 
put out for bid what the purpose of the system or the component is. 

I take it from that response that we still then put the rather de- 
tailed designs of every item into the designs and onto a set of blue- 
prints and specify the material. 

Is there any attempt to try to separate between the critical and 
noncritical components, even in the final purchase, so that you can 
buy a No. 15 washer as a No. 15 washer as opposed to a 

Ms. Spector. We have several spare initiatives to look to see if 
we are pa3dng more than the intrinsic value on any spare. 

We are looking at every spare that comes through. We have ini- 
tiatives at Defense Logistics Agency and in all three services to 
screen the spares. 

We are getting competition where we haven't received it before. 
In some cases, we may be looking at redesign of old parts to try to 
avoid this kind of problem. 

So, yes, we are taking several initiatives in that area. 

Mr. Bartlett. What changes have been made in terms of allow- 
ing—of renegotiating contracts, if that is necessary, or assuring 
that we negotiate that 52 percent of contracts that are not competi- 
tive bids, that are sole-source, so that the spares replacement of the 
Allen wrenches can be in and of themselves competitively bid when 
they are purchased? 

As I understand it, one of the problems was that the prime con- 
tractor, as you said, who got the prime contract also had the con- 
tract to, on a formula basis, supply the spares. 

How many of those contracts do we still have like that, or have 
we converted a significant number into allowing the Defense De- 
partment to bid out the spares on competitive bases? 

Ms. Spector. We are screening a lot of the spares you referred 
to. We are screening 142,000 parts this coming year for breakout 
possibilities, breaking them out from the prime and going direct to 
the source so that we don't have those kinds of problems. 
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We are incentivizing employees with money or with performance 
objectives to look for these kinds of things, and we are getting com- 
petition on items we weren't getting competition on before. 

We are screening every list of spares. We have projects, BOSS 
[Buy Our Spares Smart] and Price Fighter, and programs that 
clearly incentivize our people to do things intelligently and to use 
judgment. 

Mr. Bartlett. Do you have a quantifiable answer as to what per- 
centage of the sole-source contracts of primes still supply their own 
spares? 

Ms. Spector. I would say they all do on certain spares. There are 
certain items we must go to the prime for. 

We are breaking out substantial portions and we are getting 
competition on substantial portions. 

There are certain spares that we must go to the prime for. It is 
not for off-the-shelf-type items. 

Mr. Bartlett. A la3mian, I suppose, would suggest that the way 
to find out which spares can be competitively bid and which cannot 
would be to simply competitively bid spares, and if no one bids 
except the prime, that gives you at least a pretty good indication 
that the prime is the only available source. 

Ms. Spector. The law requires us to do that now and we are 
doing it. 

We have to S3mopsize all the procurements and consider every 
proposal that comes in. So indeed we are doing exactly what you 
said. 

Mr. Bartlett. My time has expired. 

If either of you have an answer to an open-ended question — ^what 
is the impact of congressional mandates on procurement, and 
which would be your priority for reduction or elimination of con- 
gressional mandates to reduce cost? Would it be elimination of 
Davis-Bacon or elimination of micromanagement? What could C!on- 
gress do? 

I know the answer is not reestablish a Renegotiation Board. 

What should Congress do to increase procurement efficiency? 

Ms. Spector. I am not sure we need much of what is in the 
whole 1986 Authorization Act in the area of procurement. There is 
an awful lot in there. Our negotiators are having a difficult time 
keeping with all the new rules. 

The volume is hurting us, dela3dng procurement, forcing us into 
unpriced actions to try to comply with all the rules. 

I would like to see us hold off and absorb what we have, put our 
reforms and yours into place. 

One piece of legislation last year caused us to revise one-third of 
all our regulations. 

When you magnify this by the amount of legislation we have 
had, it is having a tremendous impact on that learning curve of 
performance. Whether it is good or bad, I would like to see you 
hold off on much more legislation of any kind. 

Mr. Bartlett. Mr. Math. 

Mr. Math. Let me suggest that regarding additional legislation, 
other than the proposal we have in our statement on the mandato- 
ry reporting system and the periodic studies, and we have not as 
an organization, taken a look at legislation in terms of micromana- 



Digitized by 



Google 



101 

gement. We are doing work now on spare parts. A lot of the pro- 
grams that were legislated are good programs, things that DOD 
should have been doing in the first place. 

So I am not prepared to comment on all the legislation. There 
are the pieces that are good and there are the pieces that are bad. I 
don't have any additional legislation, other than that proposed in 
our statement, that I would propose nor would I recommend elimi- 
nation of existing legislation. 

Chairman Hubbard. Thank you. Congressman Bartlett. 

We now call on Congresswoman Marcy Kaptur of Ohio. 

Ms. Kaptur. Thank you, Mr. Chairman. 

I wanted to ask both the witnesses to rate on a scale of 1 to 10, 1 
being the very best and 10 being the very worst, the way in which 
our Government is currently organized to avoid excess profits, 
going to recipients of defense contracts. Putting all these different 
pieces of legislation that you have summarized together from your 
own gut level impression would you tell the lay person that we are 
at 1, 5, or 10? 

How well organized are we to avoid an excess profits situation 
and to encourage competition in the defense industry? How far 
along the path do you think we are? What was your cumulative as- 
sessment. 

Ms. Spector. Is 1 the best? 

Ms. Kaptur. Yes, 1 is the best. 

Ms. Spector. I would say we are somewhere around 2, right 
around the 2 area of excess profits. As far as competition I have to 
rate our emphasis now a 1. We are really looking to compete abso- 
lutely everjrthing that is possible to get competition on. I would 
have to say we are at a 1 in advocating and encouraging. We are 
obviously not perfect in getting it in every case we would like to. 

Ms. Kaptur. Mr. Math, can I ask you that question? All I am 
asking for is No. 1 to 10. 

Mr. Math. I would say about 6, I guess, and the reason I say 
that 

Ms. Kaptur. I should show you the questionnaires that come in 
from my constituents. 

Mr. Math. The reason I say that is because without the manda- 
tory reporting system we propose, we don't have a good handle on 
what the profits, the coming out profits, are. I think that what we 
need is to be able to determine is how well we are doing with all 
these processes and all these systems in determining what the con- 
tractors profits are. 

Ms. Kaptur. I have a major defense contractor that employs ap- 
proximately 850 people in my district, and that includes the man- 
agement level staff. They do things like build a Harpoon engine, as 
well as the J'69 for the Air Force training planes. 

Outside this plant there is a trailer, several trailers where all the 
Government people sit who monitor what they do inside this plant. 
Now, there are at least three dozen Government people at all times 
on site. Again, for a lay person could you explain to me who are 
they, and for whom do they work? The reason I ask is because one 
of the things I wondered about is streamlining all of these people 
who are supposed to monitor everything this particular corporation 
is doing. 
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Could you explain to me based on what you have said how are 
those people in these trailers organized? To whom do they report? 

Mr. Math. I would presimie they would be price analysts, I doubt 
there is an onsite DCAA organization there, but I would presume 
they would be Government representatives who look at the pricing 
of Contracts to determine whether, when proposal is made and a 
contract comes to that company the costs that were incurred in the 
previous contract were used to determine if the costs that are being 
proposed are fair and reasonable. 

Ms. Kaptur. Among these acts that were summarized for us, 
take the Truth in Negotiations Act. Does that produce most of the 
bodies in those trailers? 

Mr. Math. The Truth in Negotiation Act, does not provide for 
those bodies to be there; the Truth in Negotiation Act is to assure 
that the contractor and the Government are negotiating with the 
most current, fair and accurate data available. 

Now in order to determine if the contractor data is accurate 
before you enter a fixed price contract, you need the Government 
representatives to take a look at records behind those prices and 
see if they are fair and reasonable before you sit down and n^oti- 
ate. 

Ms. Kaptur. Are you telling me those are not the people that are 
there right now? Those are not the people onsite? 

Mr. Math. Those people that are attempting to determine wheth- 
er the proposal that has been submitted by that company is fair 
and reasonable. 

Ms. Kaptur. Under what authority are they there? This is an 
area I don't know anything about. You could really do a good job in 
teaching me this morning. 

From which act do they flow? 

Mr. Math. Good question. They flow from the procurement regu- 
lations that require Government organizations to evaluate the pric- 
ing of contracts. 

Ms. Kaptur. Is that in your testimony, Eleanor? 

Ms. Spector. I would like to possibly answer that. Those people 
would be the contract administration function people. They would 
be inspectors, quality inspectors, they would provide advisory re- 
ports on the technical and cost aspects of proposals that that com- 
pany is submitting. 

Ms. Kaptur. Where do they come from in the public laws you 
have described here? 

Ms. Spector. I don't know which public law they would come 
from. 

Ms. Kaptur. This is one of the things confusing me. You made 
the criticism that the bills we are passing up here make your life 
more difficult. 

Ms. Spector. Yes. 

Ms. Kaptur. I have never found anybody who is really able to 
explain to me how all these people fit together or under what au- 
thority they are onsite all of a sudden. 

Ms. Spector. They are not there all of a sudden. They are there 
the whole time, should have been. 

Ms. Kaptur. They are there, yes. 
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Ms. Spector. Basically the contracting officer's onsite assistance 
people are there. They are the quality inspectors, there are pricing 
advisory people. 

Ms. Kaptur. But they are all DOD people? 

Ms. Spector. I think so, yes. 

Mr. Math. Yes. 

Ms. Spector. I guess it is a DOD contractor and they would all 
be DOD people. Defense Contract Audit Agency people possibly, 
they might be contract — DCAS people, Defense Contract Adminis- 
tration Services people, I would assume all DOD if it is an all DOD 
plant. 

Ms. Kaptur. Does that seem like a lot of people? 

Ms. Spector. How many, I am sorry? 

Ms. Kaptur. Fifty for a plant that employs 800 to 850. 

Ms. Spector. Are they only doing that one contract? 

Ms. Kaptur. I have no idea what they are doing. 

Ms. Spector. I would have to know more details about it. It could 
be that they are there but they provide services to other contracts. 

Ms. Kaptur. I know the time is limited, I come from Toledo, OH, 
and Teledjrne Corp. has its subsidiary there. I would be interested 
to know who are the Government people onsite, what are they 
doing and how they relate to one another and under what author- 
ity are they there? 

Ms. Spector. I can get you an answer on that. 

Ms. Kaptur. All right, that would be most helpful. 

[In response to the request of Congresswoman Kaptur, the follow- 
ing information was submitted for the record by Ms. Spector:] 

GrOVERNMENT PEOPLE ON SiTE — TOLEDO, OH 

The organization is known as the Defense Contract Administration Services Plant 
Representative Office (DCASPRO), Teledyne, Toledo, Ohio. The Commander of the 
DCASPRO reports to the Commander of the Defense Contract Administration Serv- 
ices Region (DCASR), Cleveland, Ohio, who, in turn, reports to the Director, Defense 
Logistics Agency. This organization was established under the general authority of 
the Inspections Clause (Federal Acquisition Regulation 52.246-2) contained in gov- 
ernment contracts as a convenience to both the government and the contractor due 
to the relatively large volume of defense work and the sensitivity of some manufac- 
tured items (such as missile engines). 

There are a total 46 people working with the DCASPRO Teledsoie as follows: 

P^ple 

Commander's office 3 

Contract management branch 25 

Quality assurance branch 18 

Teledsoie CAE has a total of 346 contracts now being administered by the DCAS- 
PRO with a face value of $317 million. The facility itself is government owned. Tele- 
dyne is leasing and operating the plant for the government. 

Ms. Kaptur. I know my time is running out, Mr. Chairman, but 
I wanted to ask Ms. Spector and Mr. Math one other question. The 
stories we have heard about the coffeepots, the Allen wrenches and 
so forth, did you consider these to be scandals? I know in one sub- 
committee meeting I attended we had people from DOD who said 
in fact they were not scandals, they were merely cost-accounting 
differences of opinion in which, for some of these companies that 
are bidding on spare parts, we were including fixed costs in the 
overhead of that particular company in the calculation of price. 
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So was it really only a difTerence in people's views on accounting 
procedures, or do we really have a problem out there? 

Ms. Spector. We had many problems out there. The^ were not 
only disagreements, there were several problems in difirerent cate- 
gories, some were overdesign problems. The spool cap required 20 
different tooling operations to make it. There was no need for that. 
Was it overpriced by the company? No. Anybody who had to do all 
this would have to spend a fair amount. 

That holds true by the way of the coffeemaker which was speci- 
fied to perform in an environment we didn't necessarily need. We 
since, by the way, pay considerably less for both of those. 

Some of them were an accounting problem where there would be 
a list of spares and they put the same amount of overhead on each 
spare, not considering its intrinsic value. So a $10 item would get 
the same overhead as a $10,000 item. So it would create artifi(nal 
niunbers, the bottom line pricing of the list was probably okay. 

We got distorted pricing. That was the explanation for some of 
them. Some of the things we were buying in a kit where we would 
get a kit to install something that included parts that were off the 
shelf but because we were buying them in low quantities through a 
prime contractor, we would get a contractor's overhead on it. 

Perhaps we didn't need some of those items in the kit. 

Clearly they were scandals, clearly they got us in an awfiil lot 
of 

Ms. Kaptur. Always in the spare parts area? 

Ms. Spector. Yes, that is where it has been. Aircraft spare parts, 
primarily aircraft spare parts bought in low quantities from prime 
contractors that have gotten us into trouble, sole source. Those are 
the ones that have gotten us in trouble, and there is a different ex- 
planation on almost every single one. 

Rarely was it just — never was it just smacking on a high profit. 
There were other explanations not all of them sensible, but it was 
never just they smacking on a high profit. 

Ms. Kaptur. Thank you. My time has expired. Thank you, Mr. 
Chairman. 

Chairman Hubbard. Thank you, Congresswoman Kaptur. 

We now call on Congressman Al McCandless of California. 

Mr. McCandless. Thank you, Mr. Chairman. 

I think those people in the trailers out there are from the con- 
tracting services, what is the terminology? 

Ms. Spector. Defense Contract Administrative Services. 

Mr. McCandless. An area in which I had some problems and 
who I believe are well intended but if a company is working 6 days 
a week and the inspectors and overseers of production for quality 
purposes only work 5 days a week, they cannot ship on time and 
they cannot get a smooth fiow of parts to the basic air-frame manu- 
facturer or whoever it may be. 

Some of these things have been corrected in areas, but it still 
leaves a lot to be desired. I might add that according to certain de- 
fense contractors, this adds an additional cost to the end product 
because of the way that this contract system is implemented, and 
they are great advocates of returning to the pre-McNamara period 
when it was handled in an entirely different way. 
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They claim rightfully or wrongfully that the product is not any 
better, the quality isn't any better, and that the cost is much 
higher because they have to go through a number of processes that 
they would not normally have to. 

If that is of any help to you. 

What I would like to talk about are a couple of three quick 
areas. We, here in Congress, are the product of our constituents, 
and so if we hold a town hall or a forum or something and we have 
a group of people out there and there is a Q and A and they say 
well, the hand tools they explain away; the spare parts they ex- 
plain away; reimbursement agreements, OK, some people are not 
as careful as others; and so now we are understanding all that. We 
are not necessarily going to separate but all of a sudden, we get in 
a little situation here where an aircraft manufacturer is tr3dng to 
merchandise a certain fighter and maybe he is going to have some 
success with respect to having that accepted and now all of a 
sudden, one that is on existing order decides since it is more com- 
petitive, we are going to reduce the price of ours and offer our 
product for less money than we had been selling it to the Defense 
Department prior to this time. 

That is where the difficulty begins, because supposedly these con- 
tracts were negotiated out as you have outlined earlier in a 
manner that provided satisfactory profit but yet gave the Defense 
Department bank for the buck. 

How do you respond to that? 

Ms. Spector. I believe in the circumstance you refer to, the air- 
craft proposed at the considerably lower price was also consider- 
ably less capable. We were not bujdng as much in it. It was not just 
a drop in price for the same airplane. 

Mr. McCandless. They are trying to sell the F-20, and the F-20 
according to those who are knowledgeable has certain pluses and 
certain minuses. But now all of a sudden. General D3mamics said 
OK, we will sell you our product for less than we had been selling 
it to you, we will make you a fleet deal. 

Ms. Spector. The one they were selling for less was less of an 
airplane. It is not to say competition won't do wonderful things for 
us, it clearly will. On the other hand, the airplane they have pro- 
posed both to the Navy for their adversary role and to the Air 
Force is a scoped-down airplane, it is not the same airplane they 
were charging the higher price for. 

Mr. McCandless. All right. 

Do you have a problem with certain types of contractors who will 
purposely bid a commodity at a very low price, will get the bid but 
because they control certain spare parts that are not available on 
the market, then make it up on the spare parts? 

Ms. Spector. I have not seen that in practice, no. I have heard it 
occurs in the commercial world. I have not seen it in defense. 

Mr. McCandless. You have not experienced this. 

Ms. Spector. No, sir, I have not. 

Mr. McCandless. In certain areas in the private sector and other 
public agencies, gentlemen's agreements are struck between pro- 
viders. You sell them this this time and I will sell them this next 
time, and we will both make a few bucks on it rather than cutting 
one another's toes. 
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Do you have that come up from tune to time? 

Ms. Spector. I think they all want to sell us all the time. The 
problem we have is the reverse, they are all competing and they 
never settle for the fact we are going to buy it from somebody else 
or rarely. I don't think we have those arrangements. I have not 
come across them. 

Mr. McCandless. We have what appears to be a career ladder 
experience situation where the services bring people into this area 
of procurement, research, development, as a part of their career ex- 
perience. They are in that for a while, and they move out of that 
into either field or command positions or something. So, the time 
that they are in there is a learning process, which is intended to be 
just that, but it can be costly to the system, also. 

Has anyone taken a look at this versus, say, a civil servant 
career type who would spend his career in that area and become 
very knowledgeable, rather than this transitional type of thing? 

Ms. Spector. Most of our civil servants are spending their ca- 
reers in procurement when they start in procurement. We are cer- 
tainly looking at ways to train them better and ways to develop 
career patterns that are better for the Government. Most of the 
civil servants who are senior in procurement have spent their 
whole careers there. 

In the military, if you are talking about in the military, I think 
we are looking at ways of giving people more procurement back- 
ground in the military. 

Mr. McCandless. Mr. Math, have you run across this? 

Mr. Math. If I might add, GAO is wrapping up a study now on 
that, and the draft should be out the end of this week where we 
took a look at the program managers who are, for the most part, 
military, and, as you say, may be in operations for an extended 
period of time and then go to program management with, in some 
cases, little or no experience in program management. 

We looked at the program manager, and we are looking at the 
contracting officer who is a part of the process of acquiring msgor 
weapons systems. We are looking at this, in terms of their roles, 
responsibilities, tenure, career path and programs, both in the con- 
text of what we are considering to be the existing policy and proce- 
dures, and also what we consider to be some better policies and 
procedures. 

Mr. McCandless. I have been noticed my time has expired. 

If I may, Mr. Chairman, just one quick question. 

Chairman Hubbard. Certainly. 

Mr. McCandless. There is a tremendous amount of interservice 
rivalry that appears to play an important part in some of the costs 
of maintaining and operating the Defense Department. 

Has this been looked into, as far as we want the black one — we 
want the black one, and you get the green one? 

Ms. Spector. Certainly, it is being looked into. It is not my area. 
But I think you refer to the problem in developing requirements 
for systems. 

Mr. McCandless. Rather than have a standardization when and 
where possible, there appears to be a continuous service difference 
about what could be standardized. 
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Mr. Math. There have been attempts at what are termed joint 
programs, where you have one program, aircraft, or whatever, to 
satisfy the needs of more than one service. We looked at that a 
couple years ago, and we did not find a success story in that area. 
It is very difficult to get two services to agree that one weapon 
system will satisfy both their needs. 

Mr. McCandless. I understand that. I am cocky about more the 
basic niits and bolts of the procurement. 

Ms. Spector. In the nuts and bolts, I think we are getting a cer- 
tain amount of standardization. 

Mr. McCandless. Not figuratively, but using that as a term for 
down-to-earth, day-to-day activities. 

Ms. Spector. I am more procurement policy, so that is a little 
out of my area. I deal with the mechanics of how we buy something 
once the requirement comes in. I am sure we are loolung at what 
you describe, but it is not in my area. 

Mr. Math. Theoretically, the common items that are used by 
more than one service are turned over to the Defense Logistics 
Agency for support and acquisition. And I think there are efforts, 
as included in the recent legislation, to assure that when you are 
acquiring a major system, you determine up front what your 
common items are, what exists in current systems, and what exists 
out in the commercial sector to determine whether the weapon 
system can be supported through that existing mechanism rather 
than reinventing the wheel, so to speak. 

Mr. McCandless. Thank you for the additional time, Mr. Chair- 
man. I appreciate that. 

Chairman Hubbard. Thank you. Congressman McCandless. If 
you need additional time, no problem. 

Mr. McCandless. If I may, just a moment. 

Chairman Hubbard. Sure. 

Mr. McCandless. In an article that I read, Mr. Math, it talked 
about the cost of the proposed legislation — with all due respect to 
my subcommittee chairman, who is very distinguished in his 
field — that it has been estimated that 3,000 to 4,000 more people 
would be required to administer the renegotiation as now proposed, 
and the increased cost to the Government would be at least $100 
million annually. 

Is that a fair statement? 

Mr. Math. I can't comment on those numbers, 3,000 to 4,000. We 
have not done any work in that area recently. 

Obviously, the Board has not been in existence for some time. I 
don't know — we can supply it for the record — but I don't know 
what the force level was back when the Renegotiation Board was 
intact. 

I think in terms of the reporting mechanism and need for data 
on a mandatory basis, I think that data is readily available from 
the contractors. I don't see that there should be an extensive in- 
crease in cost to require contractors to furnish information that 
presumably they furnish to their home offices as part of their 
normal reporting system and financial reporting system. But I 
have no figures on the costs or the number of people that would be 
required to implement this legislation. 
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Mr. McCandless. Both of you, I believe, testified that you felt— 
at least Ms. Specter did — that the cost/benefit ratio is negative rel- 
ative to this l^islation and what it would produce. 

Are you convinced that the steps you are taking that would be 
consistent with the intent of this l^islation will bring about what 
the legislation is intended to accomplish? Do you have a channel? 
Do you have a track you are traveling to accomplish these things 
without the legislation? 

Mr. Math. In view of the Renegotiation Board legislation, we are 
basically proposing alternative legislation; we are proposing l^isla- 
tion for the mandatory reporting system and periodic rtudies. I 
think through the mandatory reporting system you will have the 
capability to determine, first of all, the extent of need for periodic 
studies, and if the periodic studies are not working in terms of set- 
ting a resonable profit policy, then you have the alternative to go 
to something different. If that needs to be a Renegotiation Board or 
something of that sort, you may have to go there. 

But I think we are talking about a determination that r^ularly 
obtained through information is to the best approach to addressing 
profits in their aggregate. 

Mr. McCandless. Tliank you both. 

Thank you, Mr. Chairman. 

Chairman Hubbard. Thank you. Congressman McCandless. 

Congressman Gonzalez and I do not have any more questions. 
We thank you, both Ms. Spector and Mr. Math, for being with us. 
You make excellent representatives of DOD and GAO, and we ap- 
preciate your time and testimony. It was presented in an excellent 
way. 

Secretary Weinberger would do good to send you more often to 
the Hill, Ms. Spector. You do a good job representing the DOD. 

We will now call on our next witness, Richard F. Kaufman, Gen- 
eral Counsel, Joint Economic Committee. 

I am aware of the time. We are most fortunate we have not been 
interrupted by roUcall votes. The House began at 10 a.m. We have 
not had a rollcall vote yet, not even on approval of the Journal. 

I am aware that some of you want to think about lunch, but let's 
see how we progress here. We have an additional panel. We cer- 
tainly are happy to have you with us, Mr. Kaufman, and we look 
forward to your testimony. 

STATEMENT OF RICHARD F. KAUFMAN, GENERAL COUNSEL, 
JOINT ECONOMIC COMMITTEE 

Mr. Kaufman. Thank you, Mr. Chairman. I am pleased and hon- 
ored to have been invited to present testimony here this morning. 

I have submitted a written statement. 

Chairman Hubbard. Without objection, it will be entered into 
the record. 

Mr. Kaufman. In the interest of time, I will summarize the 
statement and try to present the highlights of what I have submit- 
ted. 

On the basis of the testimony and previous hearings before this 
subcommittee, I think it is clear that there is a consensus, to the 
extent that virtually everyone agrees, that excessive profits on de- 
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fense contracts should not be allowed. It is on the next steps that 
the consensus breaks down, however. 

The real questions remaining are: How do you measure or define 
"excessive profits;" and how to monitor or regulate them once they 
are identified? 

The plain fact is that of all the secrets of the Federal Govern- 
ment, probably the most closely guarded ones concern defense prof- 
its. We probably know more about the CIA and its internal oper- 
ations, based on news accounts and other reports, than we know 
about defense profits, and the reason is that the Defense Depart- 
ment simply does not collect information or monitor actual realized 
defense profits. There is no program in place, to my knowledge. 

I think that was alluded to in the earlier testimony for the col- 
lection and monitoring of actual defense profits, and it forms the 
basis of the GAO recommendation that a mandatory reporting 
system be put into effect. 

The real choice before Congress today, in view of the consensus 
about the need to control excessive profits, is whether this should 
be done according to an explicit policy under a congressional enact- 
ment or in accordance with an administrative policy controlled by 
the Department of Defense. 

What we have today is an administrative system which is under 
the regulation and control of the Department of Defense. 

Congressman Gonzalez' bill urges putting the system back under 
an explicit law, such as the Renegotiation Act. The Renegotiation 
Act had three characteristics which are absent under the present 
system: 

First, it contained criteria and standards for determining what 
excessive profits are. Using the provisions of the Renegotiation Act, 
one was able to come up with a definition in any individual case as 
to whether there were excessive profits. 

Second, the act provided a system for Government auditors to ex- 
amine the books and records of Government contractors to deter- 
mine what their actual profits are, or what they were in any given 
case. 

Third, they provided the authority for the Government to recov- 
er excessive profits if there was a determination that they existed. 

The Department of Defense says basically to leave the system, 
the present administrative system, alone. It bases its position on 
three arguments: First, that renegotiation was not cost effective; 
second, that the current controls are adequate; third, that there 
really isn't a problem of defense excessive profits at the present 
time. 

The answers to these propositions are as follows: In the first 
place, the argument that renegotiation was not cost-effective was 
first made in the late 1970's at the time the Congress was consider- 
ing whether to extend the Renegotiation Act. It was an argument 
advanced principally by the defense contractors and defense con- 
tractor associations. 

The Department of Defense did not share in the conclusion 
drawn by the defense contractors at that time. As a matter of fact, 
the Department of Defense supported continuance of the Renegoti- 
ation Act in 1978 and 1979. 
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The GAO was asked to investigate complaints that there were 
high costs of compliance. According to one contractor association, 
those costs of compliance could be as high as $100 million a year. 
The same figure was asserted this morning. But it should be clear 
that that was a figure advanced by the contractor community. 

When GAO investigated the complaints, they were not able to 
substantiate the alleged high costs of compliance. After an exami- 
nation of books and records of a number of contractors who had 
made specific assertions about high costs of compliance, the Comp- 
troller General, then Elmer Staats, issued a report on September 
10, 1977 in which he said the following: 

In general, we have concluded that some costs are necesscuily incurred by ocm- 
tractors to comply with Renegotiation Act requirements. We are unable, however, to 
determine the magnitude of such costs or to what extent they are incremental to 
other financial data costs. 

The primary problem in determining and verif3ring such costs was that the con- 
tractors' accounting systems are not designed to identify and segregate such data. 

[The report issued by Hon. Elmer B. Staats, Comptroller of the 
United States, dated September 10, 1977, referred to by Mr. Kauf- 
man may be found in the appendix.] 

The General Accounting Office at the time investigated, for ex- 
ample, allegations of very high costs of compliance by Hewlett- 
Packard, which was and remains today a major defense contractor. 
It could substantiate only 10 percent of the costs asserted by Hew- 
lett-Packard. 

In another instance involving an allegation by the Teledyne 
Corp. the General Accounting Office, after an attempt to verify 
high costs of compliance by that company, interviewed the Govern- 
ment official who, at first, made the allegation— who happened to 
be a former Assistant Secretary of Defense — and discovered that 
his allegations were not based on company cost estimates but, 
rather, were founded on — and this is from the GAO report — "per- 
sonal experience, intuition, and discussions with members of the 
Financial Executives Institute." 

In short, Mr. Chairman, neither the GAO nor any other inde- 
pendent organization, nor any Government agency, to my knowl- 
edge, has ever confirmed the allegations of excessively high costs of 
compliance with the Renegotiation Board's activities. 

Chairman Hubbard. Mr. Kaufman, excuse me. We have now a 
roUcall vote on the House fioor, because the House is in session. 
We have only 8 minutes to reach the floor for the vote. 

The practical thing to do at this time is to recess for 1 hour to 
give us a chance to have lunch, and so we won't come back and try 
to speed things along. It is not fair to you or the three other wit- 
nesses, some of whom have come as far as Florida to be with us. 

So we will recess, Mr. McCandless, Mr. Gonzalez. 

Mr. McCandless. Sure. 

Mr. Gonzalez. Fine. 

Chairman Hubbard. We will recess for 1 hour. 

The subcommittee now stands in recess. Thank you. 

[Whereupon, at 12:30 p.m., the subcommittee recessed, to recon- 
vene at 1:30 p.m., the same day.] 
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AFTERNOON SESSION 



Chairman Hubbard. The subcommittee now will reconvene. 

Thanks to each of you for joining us again, especially to Richard 
Kaufman, our witness who we had to break off from at 12:30 be- 
cause of the roUcall vote and taking time for lunch. 

Richard, if you can pick up where you left off, or if you want to 
back up some and take another run at it. 

Mr. Kaufman. Thank you, Mr. Chairman. 

I think I will just continue. I was talking about the Defense De- 
partment's argument that the Renegotiation Board was determined 
to be not cost-effective, and I was tr3dng to clarify the misinforma- 
tion that exists about that argument. 

I think it is important to understand the facts about the Renego- 
tiation Board and its costs, and the costs of compliance imposed 
upon defense firms for their own sake. But, also, I think it is im- 
portant to understand that there is a lot of disinformation in this 
area of defense profits policy. It is a highly emotionally charged 
subject. 

Another factual inaccuracy occurred this morning during the De- 
fense Department's presentation when the Defense Department 
witness said that the Renegotiation Board itself had estimated that 
the costs of compliance were $20,000 for each firm subject to re- 
n^otiation. That just is not true, Mr. Chairman. 

That was the allegation of the defense contractor community 
which the Renegotiation Board rebutted, because the Board disput- 
ed that allegation. The Senate Banking Committee asked the Gen- 
eral Accounting Office to audit the contractors who had made the 
allegations, and I have already summarized what the GAO report 
concluded. 

Let me move then to the second argument of the three that the 
Defense Department makes; namely, that the present system of ad- 
ministrative controls, together with the legislative authority under 
the Truth in Negotiations Act and some other laws, are adequate. 

It is true that the Truth in Negotiations Act as well as cost ac- 
counting standards were intended to place the Government on a 
more even footing with the defense contractors so far as their costs 
were concerned. And I think it has done that, to a great extent. 

In addition, it is true that the inspector general can investigate 
areas of wrongdoing and alleged improprieties, and that the De- 
fense Contract Auditing Agency has the authority to audit defense 
contractors and has a very extensive program of auditing. Howev- 
er, none of these activities are necessarily relevant to the problem 
of excess profits, for these reasons: 

There is no law or regulation that defines what "excessive prof- 
its" are. Second, there is no law or regulation that provides the 
Government, the Defense Department, or any other authority in 
the Government with the power to reduce a contract price solely 
because of the existence of excess profits. Third, there is no law or 
regulation which gives the Government the power to recover or 
recoup excessive profits if they are identified. 

So these authorities under the Truth in Negotiations Act and 
other laws, and the activities of the DCAA and other contract ad- 
ministrators in the Defense Department are very important but 
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not relevant to the problem of excess profits, because they cannot 
define what ''excess profits" are and they have no authority to deal 
with excess profits if they stumble over them. 

The third argument made by the Defense Department is that 
there really isn't a major problem. Ms. Spector, in her testimony, 
asked the question: Are there excess profits? Now, I think that is a 
very interesting and important question, especially in view of the 
fact that the Defense Department does not collect information 
about actual realized profits. 

I think the subcommittee might very well ask the Defense De- 
partment why, if profits are not excessive — as they assert— does 
the Department refuse to collect information about actual profits? 
They have been asked many times to collect this information, and 
they have not seen fit to go forward with it. 

I thought it was a hopeful sign that the Defense Department this 
morning indicated that they would not oppose a requirement to 
gather information about actual profits, and I think it would be in- 
teresting to put them to the test to see if they would go forward 
with such a system. 

The final point I want to make has to do with the report of the 
Defense Department that was mentioned this morning, known as 
the DFAIR report. It is an interesting report, although very diffi- 
cult to understand because of the introduction of new concepts and 
new terminology. For example, the term "markup policy" is now 
being substituted for the term "profit policy." 

One then has to read the report carefully to distinguish between 
markups and markup policy and economic profits and profits. But 
the term "markup policy" is a very interesting one, because it is 
the markups in the prices on the spare parts and the other items of 
equipment that were discussed this morning that has given the De- 
partment such a bad time in the press and in Congress. 

Now, the argument is made that these are horror cases, that 
they are exceptional, that they only apply to spare parts, and that 
the Defense Department is moving to try to deal with this problem. 
But the argument has also been advanced by defense analysts and 
some experts from within the Department of Defense that these 
are not — this is not an isolated set of situations; that the problem 
of high and excessive markups on defense equipment is a pervasive 
problem; that it exists with respect to spare parts and it exists with 
respect to entire weapons systems. 

In the 1983 hearings of this subcommittee, a report prepared by 
the Air Force wai^ placed into the record dealing with Pratt & 
Whitney. The analysis contained in that report indicated that the 
Pratt & Whitney facility — which had been studied by the Air 
Force — included in its prices submitted to the Department of De- 
fense markups averaging over $200 per standard hour of work on 
defense equipment. 

Now, that markup is not entirely unjustified because there has 
to be a markup in the contractor's costs in order for him to make 
any kind of fee or profit. But the $200 an hour plus markup in 
Pratt & Whitney compares with markups from commercial firms 
doing comparable work of approximately $50 per standard hour, 
and it has led some analysts to conclude that markups on defense 
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equipment are several times the markups on comparable commer- 
cial equipment. 

Mr. Chairman, I believe I will stop at this point. 

[The prepared statement of Mr. Kaufman follows:] 
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Statement of Richard F. Kaufman 

I have been asked to testify about a proposal to reinstate 
the Renegotiation Act.* My Involvement In the subject of defense 
profits dates from the late 1960's and early 1970's when I 
participated In hearings by the House and Senate Banking 
Committees on the Renegotiation Act and the Cost Accounting 
Standards Board. The Joint Economic Committee, where I presently 
work, has held numerous hearings on related matters. Most 
recently, I took part In the 1983 hearings of this Subcommittee 
on " Defense Contracts: Renegotiation and Related Matters ." 

The controversy over defense profits goes back to the 
earliest period of our Nation and will probably be with us so 
long as there is defense contracting. All would agree that 
contractors should be allowed to, earn reasonable profits. But 
there is legitimate concern that funds not be used to pay 
excessive profits. The Defense Department shares that concern 
and is on record opposing excessive profits. The concensus 
breal^s down over standards for measuring and evaluating profits, 
and how to regulate them. 



* Mr. Kaufman is General Counsel, Joint Economic Committee. The 
views expressed are those of the author and not necessarily those 
of the Joint Economic Committee. 
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It should be understood that defense profits are and Mill 
continue to be regulated. The choice is whether they should be 
regulated under an explicit congressional policy set out by law, 
as Mas the case with the Renegotiation Act, or by administrative 
policy determined by officials of the Department of Defense. The 
present system is an administrative one. A central 
characteristic of the present system is the absence of any 
statutory or regulatory standards or criteria to determine 
whether defense profits are excessive. As Defense Secretary 
Caspar Weinberger said in 1983, responding to a question by 
Senator William Proxmire, "There ire no statutory standards for 
realized profits," 

The bill (H.R. 3020), introduced by Congressman Gonzalez, 
poses the policy issue, among'others, should there be statutory 
standards for defense profits? The Defense Department's 
responses to this bill and similar proposals raise factual 
questions and, before commenting about the pol icy 1 ssues , I would 
like to say a few things about the facts. 

It has been frequently argued that the usefulness of 
renegotiation is limited to abnormal wartime procurement 
conditions, that the Renegotiation Board had ceased being cost 
effective when it was terminated In 1979, that current 
legislative and administrative controls ire adequate, and that 
defense profits are not excessive. A recent Defense Department 
study, "The Defense Financial and Investment Review," concludes 
that the present system is balanced and protects the taxpayer. 
However, these arguments and the Defense Department's new study 
ire seriously flawed. 

-3- 
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1. The Renegotiation Act 

The Renegotiation Act was first enacted in 1942, but there 
were earlier congressional attempts to control defense profits. 
The Vinson-Tramell Act was adopted in 1934. It limited profits 
on naval ship and aircraft contracts to 10 percent of the 
contract price, and was extended to Army aircraft in 1939. An 
excess profits tax was adopted in 1940. The Renegotiation Act 
expired at the end of World War II but was reinstated in 1948. 
President Eisenhower advocated its continuance in 1955 and it was 
extended as temporary legislation periodically until 1976. 

The common premise underlying all these enactments was that 
there were times when the absence of market competititon would 
enable some defense contractors to make excessive profits. These 
conditions could prevail in peacetime as well as wartime. For 
example, in the absence of competition during peacetime, a 
seller's market could force the government to pay unreasonably 
high profits. In fact, some persons believe a permanent seller's 
market exists in the defense sector because of the high degree of 
concentration and the monoply or near-monoply conditions that 
exists in some areas of defense production. In addition, as the 
General Accounting Office has pointed out, even when there is 
adequate competition at the time a contract is awarded, 
conditions may change and result in excessive profits. 

Recoveries of excessive profits under renegotiation totaled 
over $11 billion during World War 11*. An additional $1.29 
billion were recovered from 1954 to 1978. The Board's cost of 
operations were only a few million dollars annually. Thus, it 
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could boast of savings to the taxpayer many times the costs of 
Its operations. 

Nevertheless, it is asserted that the Board imposed high 
costs of compliance on defense firms. It was alleged in 1978 
that these costs amounted to as much as $100 million per year for 
the defense industry. 

The General Accounting Office looked into these allegations 
by examining the books and records of a number of defense 
contractors who had complained of high costs of compliance. In 
his September 10, 1977, report, Elmer Staats, the Comptroller 
General, said the following: 

In general, we have concluded that some costs are 
necessarily incurred by contractors to comply with 
Renegotiation Act requirements. We are unable, however, 
to determined the magnitude of such costs or to what 
extent they are incremental ^o other financial data 
costs. The primary problem in determining and verifying 
such costs was that the contractors' accounting systems 
are not designed to identify and segregate such data. 

Hewlett-Packard had claimed unusually high compliance costs 
amounting to nearly $200,000 annually. GAO was unable to verify 
90 percent of the alleged costs. GAO also looked into 
allegations of Teledyne's Vice President, Barry Shillito, that it 
cost his firm $20,000 to make filings with the Board. However, 
GAO auditors were told when they visited Teledyne that Mr. 
Shillito's testimony was not based on company cost estimates, but 
was founded on "personal experience, intuition, and discussions 
with members of the Financial Executors Institute." GAO visits 
to other contractors produced similar results. Two industry 
associations who had claimed high costs of compliance, the 
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Financial Executors Institute and the Aerospace Industries 
Association, refused to supply the names of companies or any 
details about individual contractors so that they could be 
audited. In short, allegations of high costs of compliance were 
not subs.tantiated. 

2, Other Legislative And Administrative Controls 

Arguments that controls other than renegotiation are adequate 
to deal Mith excessive profits usually begin with a description 
of the Truth-In-Negotiation Act. This act was introduced by 
Congressman Carl Vinson and was adopted in 1962. According to a 
recent book on the GAO by Frederick C. Mosher, The GAP: The 
Quest For Accountability In American Government . Vinson and 
others who supported the bill 'felt that defense contractors "were 
repeatedly stealing from the government by overestimating their 
prior estimates." The act was- intended to put the government on 
an equal footing with the contractor by requiring him to certify 
during contract negotiations that costs and pricing data are 
current, accurate, and complete. 

It is true that the government has the right to reduce the 
contract price if cost data are later determined to have been 
inaccurate or defective. However, this does not necessarily 
constitute a safeguard against excessive profits. The government 
does not have the authority under this act to lower a contract 
price solely because it is later learned that profits are 
excessive. The price can only be lowered, under this law, when 
it is learned that the contractor had given the government faulty 
information about his costs. If the cost information is 
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accurate, the price cannot be lowered Just because the profits 
turn out to be exorbitant. 

Cost accounting standards ire similar In effect to Truth-In- 
Negotlatlons In that they are designed to enable the government 
to understand the contractor's costs. When the proposals for 
the Cost Accounting Standards Board were Introduced in the House 
and Senate, they were Intended to require defense contractors to 
adhere to uniform accounting standards to prevent them from 
double-charging and triple-charging costs to the government or 
from otherwise misleading the government about costs. Accounting 
standards have been useful In helping to Identify costs and 
profits, but they do not empower the government to take any 
action with respect to defense profits. 

Similarly, the Inspector General and the Defense Contract 
Audit Agency provide useful and necessary services to the Defense 
Department. But neither office Is empowered to take action 
concerning excessive profits. Thus, If examiners from either 
group happen to stumble over a situation Involving the most 
extreme case of excessive profits, neither they nor their 
superiors would have the authority to take direct action. 

Indeed, under present circumstances, as the quote from 
Secretary Weinberger suggests, there are no statutory standards 
or other criteria for determining excessive profits. The 
weighted-guidelines method provide an approach that defense 
contracting officers use In calculating profits during 
negotiations. But the weighted guidelines do not say what a 
reasonable return Is or what an unreasonable return Is. One 
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cannot come up with a definition of reasonable or excessive 
profits using the weighted guidelines. 

3. POD Profit Studies 

A curious aspect of the defense profits controversy Is that 
the more studies and reports we get from the Defense Department 
the less we seem to know about the subject. One problem Is that 
defense officials, on occasion, have given Inaccurate and 
misleading statements. For example, last year, Mary Ann 
Gllleece, Deputy Under Secretary for Research and Engineering, 
Acquisition Management, testified before this Subcommittee In 
hearings on Profits on Defense Contracts. In her testimony. 
Secretary Gllleece, referring to an earlier Defense Department 
study, called Profit '76, said "the major findings of that study 
were that profits on defense wor^ were lower than those being 
earned In the commercial market place by durable goods 
manufacturers, both as a percent of sales and as measured by 
return on Investment." This was a misreading of the report. The 
report actually found that profits on defense work, as a return 
on Investment, were higher than what was earned in the commercial 
marketplace. Deputy Secretary of Defense William P. Clements 
acknowledged the correct finding when he appeared before the 
Joint Committee on Defense Production, November 18, 1976. Mr. 
Clements said on that occasion that the Profit '76 report showed, 
"defense contractor profits, when measured on the basis of sales, 
are on the average lower than those generated in commercial 
endeavors; however, when measured on an Investment basis, they 
are somewhat higher." 
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Defense studies have also been, at times. Inconsistent and 
somewhat contradictory. Secretary Clements found In the Profit 
'76 study that there was a low level of Investment by defense 
contractors, and that on the basis of sales dollars, commercial 
firms on the average were Investing more than twice the amount 
that defense contractors were Investing In production facilities. 
He concluded that profit policy needed to be modified to create a 
greater Incentive for Investment and to Improve productivity. 
Profits were Increased as a result of that study. 

Several years later, the Air Force conducted a study 
entitled, "Profit Study '82," to evaluate the effects of the 
policy changes. In Its study, the Air Force asked these 
questions: 

♦ Has the profit policy stimulated Investment In 
contractor facilities capital within the defense 
Industry? 

♦ Has the profit policy rewarded productivity 
Improvements generated by defense contractors? 

After pointing out that profits had increased in recent 
years, the study reached the conclusion that the changes had not 
produced the desired results. It found that capital investment 
within the defense industry had increased, but that it was still 
proportionately less than in the commercial sector. As a 
percentage of total cost, capital investment did not change 
during the 1977-1981 period, according to the study. The study 
concluded, "thus, the assumption that higher return on sales will 
stimulate investment on defense contracts was not supported by 
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actual experience. Profits were higher during 1977-1981, but 
relative Investment did not change." The report went on to say 
that It doubted that the capital employed profit factor has had 
any Influence on contractor Investment decisions. 

The most recent Defense Department study, "Defense Financial 
and Investment Review," takes Issue with some of the findings In 
the Air Force study and seems to at least partly disavow It. It 
disputes the Air Force finding that the capital employed profit 
factor has not motivated contractor Investment, saying that 
significant contractor Investment has occurred, but conceding 
that the rate of change In capital Investment has been driven by 
factors other than defense profits policy, which It now terms 
"mark-up policy." The DOD study also says that mark-up policy. 
In and of Itself, Is Insufficient to bring about productivity- 
enhancing Improvements. 

Partly because of the Introduction of new terms such as mark- 
up policy, and the use of concepts such as "economic profit," the 
new defense study Is in many respects vague, obscure, and 
unneccessarlly complicated. 

More importantly, this report, as was the case with its 
predecessors, falls to present and adequately discuss the facts 
about actual, realized profits. Secretary Weinberger 
acknowledged two years ago that the Defense Department simply 
does not collect data or issue reports on actual profits realized 
in defense contracts. The Defense Department does collect data 
on negotiated profit rates. These are known as the going-ln 
profits because they are the rates agreed upon when the contract 
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Is awarded. The actual profits are what the contractor realizes 
when the contract Is completed. Actual profits are known as the 
coming-out rates. The significance of this distinction Is that 
the coming-out rates can differ greatly from the golng-ln rates. 
It would seem elementary that the Defense Department would 
monitor both the negotiated golng-ln rates and the actual coming- 
out rates. ^ 

Senator Proxmire placed Into the record of the 1983 hearings 
the DOD negotiated profit reviews for the years 1977-1980. At * 
that time, defense officials stated that the reports for 1981 and 
1982 had not yet been completed. I am now Informed that the 
Defense Department has stopped Issuing these annual reports 
altogether, although It still collects and analyzes the data. It 
was hoped that the new DOD stJdy would contain a full discussion 
of actual as well as negotiated profit rates. Last year. Under 
Secretary Gllleece, in a discussion of the DOD study then in 
progress, stated '*we are also, by the way, looking at the 
feasibility of establishing a regular feedback and monitoring 
system which will enable us to track the actual profitability of 
defense work and thereby preclude the need for future studies but 
always have at our fingertips that particular system." The new 
defense study is largely based on information voluntarily 
submitted by 76 defense contractors plus negotiated profits data, 
and can hardly be a foundation for a monitoring system to track 
the actual profitability of defense work. 
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4. Policy Issues 

GAO has reconnended , as an alternative to renegotiation, a 
requirement for periodic profits studies. In the absence of 
information about actual defense profits. It would not be 
possible to satisfactorily monitor defense contractor 
profitability. In any event, one can question the adequacy of 
periodic reporting as a defense profits policy. 

The advantages of renegotiation ire that, under such a 
system, government auditors ire able to obtain Information about 
actual profits and there are criteria for determining what Is 
excessive. Even If the Defense Department began collecting 
Information about actual profits, the situation would fall short 
of renegotiation In that the Defense Department would still be 
unable to either define excessive profits or take direct action 
when they are Identified. 

Defense officials ask whether there are excessive profits. 
The answer Is that It Is not possible to quantify the magnitude 
of the excessive profits problem because neither the Defense 
Department nor anyone else collects verifiable Information about 
actual profits. But there Is a considerable price mark-up 
problem, as Indicated by the many recent disclosures of 
exorbitant prices on spare parts. Other problems, ranging from 
overcharges on overhead and apparent conflicts of Interest by 
high defense procurement officials, have also been recently 
documented. One might ask the Defense Department why. If profits 
are not excessive, does the Department refuse to collect 
information about actual profits? 
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The questions that remain for Congress to answer can be 
divided Into two categories. The first Is, does Congress want 
defense profits to be monitored and. If so, who does It want to 
do the monitoring and at what level of detail? The second 
category of questions Is., does Congress want defense profits to 
be regulated and. If so, how should excessive profits be defined, 
what actions should be taken against contractors who obtain 
excessive profits, and who In government should take action? 
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Chairman Hubbard. Thank you. 

Mr. Kaufbian. I would be happy to cuiswer any questions from 
the committee. 

Chairman Hubbard. You are not concerned that the contractors 
are making a profit; just that they are allegedly making excessive 
profits. Is that right? 

Mr. Kaufman. That is correct, Mr. Chairman. I think there is a 
very broad consensus, as I indicated at the outset of my remarks. 
One part of that is that excessive profits should not be allowed; 
that the taxpayer should not have to pay excessive profits for 
equipment purchased from the Government. 

But the other side of that consensus is that reasonable profits 
should be allowed, and not only are they necessary, they are desir- 
able, as was testified to e£u*lier. 

Chairman Hubbard. Does it make you less concerned about ex- 
cessive profits on defense contractors to know that GAO sent audi- 
tors into 10 of these top 50 arms suppliers to perform audits to see 
if there has been fraud or excessive spending by the Government? 

Mr. Kaufbian. Well 

Chairman Hubbard. Does that satisfy your concerns? 

Mr. Kaufman. Well 

Chairman Hubbard. As a start? 

Mr. Kaufbian. The resumption of defense contractor audits by 
the General Accounting Office is a very important new develop- 
ment in that agency's activities. I have confidence that they will 
come out with important information as a result of the audits that 
they have initiated. But those audits are not relevant, so far as I 
understand, to the excess profit problem. 

They have gone in to look at problems of defective pricing and 
some other questions that they have. But in order for any auditor 
to discover what profits have been earned on any contract, there 
has to be a special kind of an audit. 

Chairman Hubbard. What about the Defense Contract Audit 
Agency? 

Mr. Kaufman. The Defense Contract Audit Agency does not look 
at contractor profits. They audit costs. And one of their principal 
concerns is to satisfy themselves that there is not a defective pric- 
ing problem. But they rarely, if ever, look at the actual realized 
profits upon completion of a contract. 

Chairman Hubbard. How about the newly created Commission 
on Defense Management? 

Mr. Kaufman. It would be very interesting if that conmiission 
undertakes to look at profits policy. I am not aware, from any of 
the statements made by the chairman of the Conmiission or by re- 
ports in the press, that that is even on their agenda. 

Chairman Hubbard. What would be, in your opinion, the cost of 
reestablishing the Renegotiation Board? 

Mr. Kaufman. Well, I think 

Chairman Hubbard. As a guesstimate? 

Mr. Kaufman. In its last year of operation, Mr. Chairman, the 
Renegotiation Board spent $6 million. They had approximately 175 
employees on their pajrroU. It would depend 
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Chairman Hubbard. You agree that in this day and time, it 
would take a whole lot more than $6 million per year to reestablish 
the Board? 

Mr. Kaufman. Well, in the first place, if you put $6 million a 
year in current prices, even that amount would have to be en- 
larged to be realistic in view of the inflation that has taken place 
since 1978. 

Chairman Hubbard. How can you convince a person such as 
myself, who has a very conservative district where the No. 1 issue 
is the Federal debt and deficit spending, and whose constituents 
voted for President Reagan, because he promised to lessen the Gov- 
ernment spending, or reduce Government, and they voted for him 
again thinking he was trying — how do I convince them that what 
we need is another Board? 

Mr. Kaufman. Well, Mr. Chairman, in the first place, it is true 
that those promises were made. The record shows they have not 
been kept, so something has gone wrong. And you cannot blame 
the Renegotiation Board, because they went out of business before 
President Reagan came into office. 

Chairman Hubbard. I blame Congress, frankly. 

Mr. Kaufman. But let me answer more directly, Mr. Chairman. 

I think there is a misconception here about the nature of an en- 
forcement agency like the Renegotiation Board. One could also ask 
a similar question about the Securities and Exchange Commission 
and the IRS, as to whether it is necessary to have such a large reg- 
ulatory and enforcement agency; and wouldn't it save money if we 
eliminated them? 

Chairman Hubbard. Wouldn't you agree that at this time the 
news media and the Defense Department are both trying to find 
the excessive spending by the Defense Department? 

Mr. Kaufman. I think so. 

Chairman Hubbard. The Defense Department doesn't reveal it, 
but the press does, when they know about it. 

Mr. Kaufman. I think both Congress and the news media have 
done an excellent job in scrutinizing defense programs and spend- 
ing activities and uncovering questionable activities and areas of 
waste, mismanagement and even fraud. 

I am not satisfied, speaking as a taxpayer, Mr. Chairman, that 
the Defense Department has enthusiastically or wholeheartedly yet 
joined in this effort. 

Chairman Hubbard. Has it been proven for sure that there have 
been excessive profits by certain contractors? 

Mr. Kaufman. In the period when the Renegotiation Board was 
in business, there were findings of excessive profits, and there were 
many voluntary agreements with defense contractors to refund the 
Government because of excessive profits. But it is a catch-22 type 
of question to address today, since there is no definition of "exces- 
sive profits," on the one hand, now that the Renegotiation Act is in 
suspension; and second, since the Defense Department does not col- 
lect information about profits, it is impossible to know the magni- 
tude of the problem. 

Chairman Hubbard. Or if there is a problem. But you would 
want to establish a new board just to try to determine that? 
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I mean, the $6,000 coffeepot gets a lot of jokes on TV, and 
Johnny Carson can use that in his one-liners. But you have some- 
one like Congressman McCandless, who complains why that par- 
ticular coffeepot has to cost that much because of the delicacy of 
construction for use in our Air Force planes. 

That makes altogether good sense, but still you have the one- 
liners about the $6,000 coffeepot. 

Mr. Kaufman. The explanation that these excessive prices axe 
due to unrealistic and excessive design requirements put into the 
equipment may be correct, in some cases. But it is an incomplete 
explanation for at least one reason, and that is that the defense 
contractors themselves frequently are the ones who provide the 
design requirements to the CSrovemment, and they are very often 
built to the contractor's own specifications. 

It seems to me, Mr. Chairman, that as the Defense Department 
stated this morning, one of the advantages of having a board or an 
agency or an office with explicit statutory functions to perform in 
the area of excessive profits is that it provides the public with the 
confidence that the problem is being addressed. 

Chairman Hubbard. The public wouldn't have confidence in 
their own Defense Department or the GAO or the DCAA or newlv 
created Agency on Defense Management. My constituents don t 
criticize any of the four I just mentioned. They are not begging for 
a new Board — that is for sure — of any kind. 

Mr. Kaufman. One of the premises that underlie the establish- 
ment of the Renegotiation Board was that it was an important 
factor to have a ci^ian agency independent of the Defense Depart- 
ment to take an outside, objective look, uninfluenced by self-inter- 
ests. 

Chairman Hubbard. Who would you have appointing these 
people to this Board? I am unfamiliar with who appointed them 
before. 

Mr. Kaufman. Under the Renegotiation Act, the members of the 
Board were all appointed by the President. 

Chairman Hubbard. For how many years? 

Mr. Kaufman. They may have had fixed terms, possibly at 5 
years. But I would want to provide that information for the record. 

[The following information was submitted for the record by Mr. 
Kaufman:] 

Under the Renegotiation Act, members of the Board were appointed by the Presi- 
dent and served at his pleasure. At the time of the demise of the Board, pending 
legislative proposals provided that members' terms be fixed at 5 years. 

Chairman Hubbard. Congressman McCandless. 

Mr. McCandless. Thank you. 

If I understand your testimony correctly, you are saying in es- 
sence that we need to have this kind of an organization. Did I un- 
derstand you correctly? 

Mr. Kaufman. Congressman, in view of the consensus that it is 
important to eliminate or avoid excessive profits on Defense De- 
partment contracts, I believe the logic of the situation does lead to 
a conclusion that an independent civilian office, agency, or board, 
would be best suited to perform that function. 
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Mr. McCandless. And that the alternative available as you de- 
scribe in your first remarks prior to lunch, administratively you 
don't think that the same kind of activity could be done as well? 
You outlined the fact it could be done administratively or done by 
legislation. 

Mr. Kaufman. One could conceive of an administrative system 
that would have most of the elements of what I would call a statu- 
tory system. 

By regulation there could be a definition of excessive profits; a 
group could be established with authority to audit contractors and 
collect information about actual profits; and to take action with re- 
spect to any contractor whose profits exceeded the standards. 

Now, I believe some legislation would probably be needed to au- 
thorize the Defense Department to actually recover excessive prof- 
its, but most of those elements could be built into an administra- 
tive system. 

Mr. McCandless. Would you comment a little bit about this. We 
are talking about an auditing process to accomplish an objective 
which we are here to talk about. That auditing process goes on in 
virtually every agency and section of the Federal Government in 
some form or another, depending on the mission of that particular 
agency or department. 

Yet, we are saying here because this is the Defense Department 
that we need to have — there is a proposal to have, that is, this sep- 
arate system and so one could possibly draw a parallel and say, 
well, we need something like this over in Social Security because of 
the tremendous number of dollars that take place there, and the 
tremendous number or cases in order to ensure, a, b, c, d, e, and f 
or we could go to some other large department or agency of the 
Federal Government, and isn't this a responsibility of the manage- 
ment of the agency to set up the necessary framework by which 
that agency functions properly and gives the taxpayer the biggest 
bank for the buck? 

Mr. Kaufman. It is. Congressman, if that is what Congress wants 
done. 

Mr. McCandless. Well, you don't have to go down to Health and 
Human Services and get a legislation package to go out and check 
records or to do something that is going to enhance the image of 
and make the dollars of the Health and Human Services budget go 
farther. 

That is something that can be done administratively, can't it? 

Mr. Kaufman. Yes, it can, but let me respond in two parts. 

To answer that last point, it is true any government agency has 
the inherent authority to satisfy itself that funds are being used 
properly and efficiently and to collect the information necessary in 
order to create that assurance, including information from individ- 
uals and private contractors that it deals with. 

The Defense Department has that inherent authority. The curi- 
ous thing is that the Defense Department has refused for many 
years to go out and collect information about actual profits. Now, 
they used to collect information and issue reports on negotiated 
profits. These are referred to as the going-in profit rates that are 
negotiated into contracts. They were issued as annual reports up to 
1980. 
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Since 1980 the Defense Department has not issued any more 
annual reports even on the negotiated profit data that I under- 
stand is still being collected. 

Mr. McCandless. If I may, let me stop you there. Was this a ben- 
eficial endeavor with all the man-hours and efforts, did they stop it 
because it was counterproductive or because of this or that? Why 
was it stopped if it is so important? 

Mr. Kaufman. My understanding is that they have not stopped 
the program of collecting and analyzing information about n^oti- 
ated profits. What they have stopped doing is making it available 
to Congress. 

Mr. McCandless. We still have the management of the agency, 
the Secretary of Defense and his Under Secretary, and Assistant 
Secretaries responsible under the Constitution to carry out the 
office which they have been placed in, so we are saying that be- 
cause it is not made available to Congress, the implication is that if 
there is excess profits and they are shown in these reports which 
are no longer made public, that this excess profit is known to those 
who have the responsibility of managing the Department. 

Is that an assumption that is correct? 

Mr. Kaufbian. I assume that the top management of the Defense 
Department is aware of or has access to that information. But one 
can at least speculate about the reasons why they stopped provid- 
ing it to Congress. In the 1983 hearings of this subcommittee, the 
annual reports on negotiated profits for the years 1976 through 
1980 were placed into the record, and they are part of the printed 
hearings. 

Those reports showed an upward trend in negotiated profits. If 
one looks at the recent studies conducted by the Air Force in 1982 
and the one issued by the Defense Department this year, one can 
see in the tables and charts that this trend has indeed continued 
since 1980, but what one doesn't see is the breakdown in terms of 
profits for each of the services, for tjrpes of contracts, for categories 
of products. 

So it is possible to conclude although I wouldn't want to do it de- 
finitively, but one could conclude that the reason the information 
is no longer made available is because it might prove embarrassing 
to the Department of Defense. 

Let me get to the second part 

Mr. McCandless. Hold on, let me interrupt you here. 

You are sa3dng then that there is some kind of a curve on a 
chart if we were to draw it wherein commodities in question have 
an increased profit to the vendor over a period of the time in ques- 
tion and that I as the Assistant Secretory or the Under Secretary 
or the Secretory look at this chart and say that, well, back in 1980 
the profit on that was this and here it is 1984 and the profit is this 
plus, and that is OK. 

Do I understand you correctly? 

Mr. Kaufman. I am not sure what conclusion the Secretary 
would make. 

Mr. McCandless. Well, that the Secretory of Defense or whoever 
is looking at this theoretical chart that you and I are talking about, 
you are sa3dng that it is all right to have this upward curve in ad- 
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ditional profits if we are comparing apples and apples and oranges 
and oranges, if we are taking it overall, all defense expenditures. 

I don't think you can arrive from my point of view, I believe, at a 
rational judgment on this. But if you are taking how much profit 
was on a sidearm in 1982 and then how much percentage profit 
was for 1984 and the profit jumped, 5, 10, 15, 20 percent, and it is 
the same sidearm and didn't require research and development and 
other things that could go into the profit, then it would appear that 
those in charge would say, hey, we are pa3ring too much for this 
because it is the same commodity even though the cost to manufac- 
ture has gone up, the profit range increased. 

Mr. Kaufman. One would hope that that kind of reaction would 
occur. But one doesn't know because the information isn't available 
any longer. 

Mr. McCandless. I agree with you, I believe that excess profits 
should not be a part of the scene. I cannot argue there. I believe a 
reasonable profit is in order, so my discussion with you is not to 
challenge that aspect of your presentation, but to simply say that I 
think a certain amount of trust must be placed in members who 
are appointed to important positions to manage those agencies and 
departments correctly, and that if in fact they are not being man- 
aged correctly — and I am using general terms now — for whatever 
reasons, profits or whatever, that that should be the point and that 
is the point at which the finger should be pointed and not so much 
let's find a solution to it in some legislative act. 

Thank you, Mr. Chairman. 

Mr. Kaufman. Could I respond quickly to the second part of 
your original question, because it is an important one and that is. 
Why select out the Defense Department for unusual treatment in 
reviewing its profits on its contracts? 

One reason of course is that there is a lot of attention on the De- 
fense Department because that is where a lot of the money is. In 
terms of contracts, something like three-fourths of all contracts 
awarded by the Federal CSrovemment annually are ordered by the 
Department of Defense. As a matter of fact, the Renegotiation 
Board had jurisdiction over some other agencies in addition to the 
Defense Department. 

It had jurisdiction over some activities of NASA, for example. I 
do think that a logical argument can be made that if there is 
agreement that excessive profits should not be permitted on Gov- 
ernment contracts, that we ought to look at all Government con- 
tracts and not just those of the Department of Defense. 

Mr. McCandless. Thank you, Mr. Chairman. 

Chairman Hubbard. Just a question immediately following Con- 
gressman McCandless' line of questioning. The Department of 
Health and Human Services, to which Congressman McCandless 
referred, spends multibillions of dollars each year of Federal tax 
dollars. Would you favor creating a new board or new watchdog 
agency to investigate their spending for possible waste and abuse? 

Mr. Kaufman. As I understand the legislation that has been in- 
troduced by Mr. Gonzalez, it deals first with Government contracts 
and specifically 

Chairman Hubbard. I believe you missed^— passed the opportuni- 
ty to say yes or no to my question, but go ahead. 
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Mr. Kaufman. Well, the short answer is "No." I would not favor 
creating new boards or agencies to scrutinize the spending activi- 
ties of 

Chairman Hubbard. Except as to national defense? 

Mr. Kaufman [continuing]. Of all Government agencies. 

What I am saying in this particular area of defense is that there 
is a good reason for being concerned about excessive profits on de- 
fense contracts. Now, the Social Security Administration does not 
award that many contracts. What thev do is distribute monev to 
the Social Security beneficiaries from the trust funds that are neld 
by the agency. 

If Congress is concerned about whether any other Government 
agency is allowing unreasonable, exorbitant or excessive profits on 
its contracts, then I do think that that agency should receive some 
attention. 

Chairman Hubbard. You see, my point is this: If we had an 
agency that looked into waste, fraud, and abuse as to the Depart- 
ment of Health and Human Services or of other agencies, we would 
be creating more and more bureaucra^ and they would be trying 
to do what we have appointed the different executives who head 
those agencies to do. 

Congressman Gronzalez. 

Mr. Gonzalez. Mr. Chairman, I will just say this because Mr. 
Kaufman has been here since this morning. 

I have a mix of amusement and shock if my two distinguished 
colleagues, the chairman and the distinguished gentleman from 
California, Mr. McCandless, were trying to say that you are going 
to put a food stamp recipient on the same footing with Genercd Dy- 
namics. If you want to know how well they audit food stamp hand- 
outs, let me take you to my district where I have visited a good 
many and just to be barely eligible for 10 dollars' worth of food 
stamps a month, they are really audited. 

Mr. McCandless. Will the gentleman 3deld on that point? 

Mr. Gonzalez. The idea that you equate the Department of De- 
fense procurement system and a need to audit the negotiated con- 
tract area, with the activities of the Social Security Administra- 
tion, is just so preposterous that I just don't know what to think. 

Mr. McCandless. If the gentleman would yield. 

Mr. Gonzalez. I think my two colleagues missed the point of the 
whole need for the legislation, and I don't know how you can rea- 
sonably, along this line with this kind of questioning that is so 
absurd that I just cannot see ourselves wasting the time of wit- 
nesses. 

Certainly I yield. 

Mr. McCandless. I tried to make a point here not so much that 
food stamps are not audited or something else is, the point I was 
trying to make was it is the basic inherent responsibility of man- 
agement and a given agency, whatever it may be, to function in 
those fields of administration. 

Mr. Gonzalez. Of course. 

Mr. McCandless. Of course, of which procurement and proce- 
dures around the procurement process are developed in a manner 
that the procurement process is carried off in a satisfactory way. It 
is a basic management requirement and I 
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Mr. Gonzalez. Of course. We take that for granted. We take for 
granted that the average citizen of us will be law abiding, we won't 
be going out to murder anybody. But we have to have laws against 
murder. We are not writing laws to be administered by angels, 
even if everyone is trying to do his duty under the law. 

We are human beings, subject to all the foibles and frailties of 
human beings. That is why we have the horror stories and all that. 
We live in a day in time when you say, well, we realize we were 
sinning and now we are reborn believers in God and God has for- 
given us and I sure wish we had not sinned, but if I did I did it to 
protect my stockholders' margin of profit, or income, or whatever. 

I mean, we cannot sit here and get into these sort of wasteful dis- 
cussions about trying to compare the needs for surveillance and ac- 
countability with one agency with another, when we are talking 
about a specific need that has become quite obvious in the last year 
or two. 

So this isn't — this specific bill, I have never known of a bill that 
is perfect and I certainly wouldn't claim any kind of authorship 
along that line, but then what is our suggestion as an alternative? 

I am not trying to say that we are for — nobody is for creating 
needless boards. That is not the issue, Mr. Chairman. I think that 
when we start equating these things with HEW or what used to be 
HEW and food stamp recipients. Social Security beneficiaries, I just 
think we are way astray. 

I don't have any questions, Mr. Kaufman, because I think the 
record and your testimony brought out most of what I would have 
anticipated by way of a question. I want to thank you very much 
for taking time to be with us. 

I know you have been away from your work since this morning 
early. Thank you, Mr. Chairman. We will come back if you are 
going to recess. 

Chairman Hubbard. Thank you very much. Chairman Gronzalez. 

Thank you, Richard Kaufman, General C!ounsel of the Joint Eco- 
nomic Committee for being an excellent witness at our hearing this 
afternoon. 

We appreciate your time and your testimony. 

Mr. Kaufman. Thank you, Mr. Chairman. 

Chairman Hubbard. We will now recess, but would William R. 
ToUey, Richard G. Mulligan, and Donald S. Grenough please come 
to the witness table and be ready for us when we reconvene in 
about 10 minutes. 

We now stand in recess. 

[Recess.] 

Chairman Hubbard. The subcommittee will now reconvene. 

We not only had a vote on a crucial amendment, but we had a 
final passage vote also. That explains why Congressmen Gronzalez, 
McCandless, and I are returning later than we indicated as we 
went into recess. 

We now have our last panel. 

Bill ToUey is director of l^islative affairs for Harris Corp.; Bill is 
from Melbourne, FL. The corporate offices are here in Washington. 
We appreciate his being here, along with his lovely wife Pat ToUey. 
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Rich€u*d G. Mulligan, Dick Mulligan is chairman of the commit- 
tee on government business, Financial Executives Institute here in 
Washii^ton. Is that right, Dick? 

Mr. MuLUGAN. The conmiittee operates from Washington, right. 

Chairman Hubbard. We are certainly glad to have you as chair- 
man of that committee. And Donald S. Grenough, partner with 
Touche Ross & Co. in Washington. 

Mr. Grenough. Yes, sir. 

Chairman Hubbard. I am happy to hear that Mr. Grenough is 
originally from Louisville, KY. 

Mr. Grenough. Yes, sir. 

Chairman Hubbard. Graduate of St. Xavier High School and the 
University of Louisville, which is my alma mater. We are glad to 
have you three. We will call on Bill ToUey to be our first witness 
on this last panel of the day. 

You may proceed. 

STATEMENT OF WILLIAM R TOLLEY, DIRECTOR OF 
LEGISLATIVE AFFAIRS, HARRIS CORP. 

Mr. ToLLEY. Thank you, Mr. Chairman, and members of the sub- 
committee. I am pleased to be here this morning to talk to a sub- 
ject that I have had a lot of interest in over a number of years. 

I will only cover part of my prepared remarks, and I would like 
to touch on some issues that came up in an earlier panel. 

Chairman Hubbard. Without objection, the prepared testimony 
of the three of you will be entered in the record regardless of your 
shortcomings. 

Mr. ToLLEY. Thank you. 

Just as a matter of insight, Harris Corp. which has $2.3 billion of 
annual sales, is about 40 percent Government sales. That doesn't 
mean Grovemment contracting in the traditional sense, but it is. 
certainly that proportion of our sales for Grovernment end use prod- 
ucts, 60 percent being commercial. : 

Mr. Chairman, as vou know and many others on this committee 
know, the issue of the Renegotiation Board was debated at great 
length during the 94th, 95th, and 96th Congresses. The result being 
that the Board was terminated in 1979. 

Subsequent to the termination of the Renegotiation Board, Con- 
gress dealt with another profit restriction law, that being the 
Vinson-Trammell Act. Like the Renegotiation Board, the Congresis* 
terminated the Vinson-Trammell Act, an act affecting military air- 
craft and naval vessels that lay dormant because of existence of the 
Renegotiation Board. 

There are many reasons that these two laws were rejected bv 
Congress, but I believe there is one overriding reason that both 
were turned down. That reason is simply that profit limitations do 
not work. 

In the past, proponents of profit limitations have raised ntuner- 
ous issues to justify the imposition of such limitations. Many of 
these reasons spund convincing, as you heard this morning and this 
afternoon, and play well in the media, however when examined in 
an objective light, they fail to demonstrate how profit limitations 
will solve the perceived problems. On the other hand, it is quite 
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clear as to how profit limitations negatively impact the interests of 
the U.S. CSrovemment, U.S. business, and taxpayers as a whole. 

Let me use a very straightforward, simplified explanation of how 
profit limits are negative. 

Let's consider for a moment, Mr. Chairman, that each of you on 
the committee, is a building contractor and I am a customer who 
desires to have a home constructed. So I come to you and ask for a 
bid and I may get bids from other contractors as well. 

After receiving the bids, I have chosen you as the one to have the 
best price for the quality of the home and the product, so we enter 
into a negotiation, we agree on all the materials to be involved, the 
layout, all features of the house and agree on a price. 

Then I, as the customer, say; "There is one other small thing I 
would like to add into this contract, and that is — if your profit on 
costs exceeds 10 percent, you must return all of the excess to me." 

So you, being a prudent contractor, having agreed to this, and 
using the arbitrary $100,000 price for this contract, you evaluate 
the deal. The deal now would suggest that if you can perform this 
for $60,000 that you earn $6,000 worth of profit. If you do it for 
$70,000 you earn $7,000 and so forth. 

Your only conclusion will be that the most, the best cost for you 
to incur is that cost, when 10 percent is added, is exactly $100,000. 

So as a good businessman, you should strive to reach that opti- 
mum point. That maximizes your profit and gives me what I want. 
However, if I am the U.S. Government and I am sajdng the same 
thing to you, I am in fact losing on the deal because as a U.S. Gov- 
ernment, I collect taxes on that profit, so I should want to incenti- 
vize you to the lowest possible cost and indeed, if you can perform 
that for $50,000 and make $50,000 worth of profit, then half of that 
is returned to me through taxes. 

So I, as the U.S. Government have a better deal than as an indi- 
vidual when profit is increased. 

Probably in the long range, though there is another more signifi- 
cant reason why it is bad for the U.S. CSrovernment. That is if I 
wanted an additional house constructed and you had a much lower 
cost basis to work from on an experience basis and you had gained 
efficiencies because of the profit motivation, then when I come 
back for that second proposal, the follow on bid, you are starting 
from a much lower cost basis from which to bid to me the next 
time. 

If I am aware of that, then my negotiations strength will be 
stronger. This process of getting the information, negotiating the 
follow-on contracts is where the truth in negotiation comes in, and 
is very operative in that environment. 

So I think from a fundamental standpoint, it is most appropriate 
to leave the profit incentive out there and to leave that with the 
contractor. 

The greatest cost impact of profit limitations, be it renegotiation 
or whatever, is the insidious impact on cost. It is that part that is 
not measured in any studies I have seen and that is the cost ineffi- 
ciency that profit limitations place in the contracting arrangement. 

Mr. Kaufman, in his statement, said that there was a consensus 
agreement that excessive profits should not be permitted. I think 
there is a larger consensus agreement that excessive prices and ex- 
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cessive costs should not be permitted. So, I think we are dealing 
with the level of priority and I would submit that the laigest con- 
cern of the U.S. Congress and the Grovemment is the total price 
that is being paid. Therefore any consideration of excessive profits 
controls and constraints must be subverted in the interests of the 
larger issue, and that is the ultimate cost of the product to the U.S. 
CSrovemment. 

In short, if the pot at the end of the contract rainbow is for the 
supplier to pay back to the Government the fruits of excellence, 
then mediocracy is rewarded and excellence is discouraged. 

To further elaborate on that point, I recommend for your reading 
a real live saga entitled ''A Grim Fairy Tale.'' This is a statement 
by National Presto Industries, Inc. in hearings before this conunit- 
tee in 1977, and I would be pleased if you would like to provide 
that for the record to be included. 

Chairman Hubbard. Without objection, so ordered. 

[The statement by National Presto Industries, Inc., submitted for 
the record by Mr. ToUey follows:] 
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Statement of the National Pbebto Industsies, Inc., Joseph H. Bebnet, 

VlOB Pbebident 

"a grim faibt tale" 

Once upon a time, there was a company that belieyed that Groyemment con- 
tractors who took risks and who were efficient would be rewarded. The com- 
pany's name was Presto. Now, Presto usually sold pressure cookers and other 
useful things for the kitchen, but in times of need it also produced projectiles 
for the Army ; 1966 was such a time of need and the company ofTered its services 
to its Grovemment 

The company, in accordance with its belief, took lots and lots of risks. In 
1966, in the face of some very long odds, the company decided to produce 105- 
millimeter projectiles. The Government equipment on which it was to produce 
these projectiles had been installed in 1954 and most of it had never be«i 
used. Naturally, all of the equipment warranties had expired by 1966. The 
equipment had been specially designed for a new largely untried process called, 
"hot cup cold draw." No one had ever tried to use the hot cup cold draw process 
for mass production.^ Since most of the equipment had not been used. It was 
unclear whether the process would really work. The equipment had also been 
designed to produce a 1953 projectile. To no ones surprise the 1966 projectile 
was not the same as the 1953 projectile. In 13 years one would expect the Army 
to have made lots of changes. Consequently, the untried equipment designed 
to use an untested process to produce a 1953 projectile, had to be modified to 
make the 1966 model projectile. 

Sounds pretty risky, doesn't it. That's not all, in fact, many would say that 
was the least of Presto's problems. There was the matter of people. Who would 
manage the projectile lines? Who would supervise the lines? Who would man 
the lines? In 1966 there was no one to do these jobs. Naturally, Presto had 
first-class management and engineering talent, but that talent was busy devel- 
oping better pressure cookers and thinking up new kitchen items like the first 
submersible electric coffee pot and the first electric fry pan.* Finding good 
management talent was next to impossible: persons of ability are only inter- 
ested in jobs that have long-range opportunity. Managing a shell line is at best 
a temporary affair, since the Army's need for projectiles is usually very short 
term. Finding enough people to man the lines was also no easy task. For one 
thing the labor market in 1966 was tight. For another, the lines were located 
in Eau Claire, Wis. Eau Claire may be the metropolis of northwest Wisconsin 
but its population, at least in 1966, was less than 40,000. A minimum of 2,500 
people were needed to fully man the projectile lines. Mind you, many of the 
jobs required the skills of an electrician, of a millwright, and of a mechanic. 

The people problems were eventually solved. Presto diverted its best manage- 
ment, manufacturing, engineering and procurement people fr<Mn their com- 
mercial tasks to projectile production. It went on an areawide search to find 
people to man the lines and did a great deal of on the job training. 

Presto took yet another risk. Against the advice of the true steel experts, 
the steel companies, it decided to use a relatively low grade of steel that was 
considerably cheaper than the steel which the ste^ companies recommended 
for the hot cup cold draw process. 

Did these risks pay off? Yes and no. On the one hand, Presto went through a 
minor hell to reactivate the shell lines; ilts commercial business eventually began 
to show the effects of neglect. On the other hand, the low grade steel worked 
(the steel companies were wrong) and the company managed to earn profits on 
its contracts. 

Were these the "only" risks that the Company took? Hardly, because once 
the Company began to produce, it produced and produced and produced. And that 
created more riska 



^ The hot cup cold draw process Is a real money saver but lt*s hideously complex and very 
difllcnit to implement Most companies that have tried to use it have laUed, taking some 
very hefty losses in the process. 

*That same talent has recently brought you the Presto Burger *» hamburger cooker 
and the FryBaby »*« deep fat fryer. 
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By the middle of 1968, die OomiMiiiy was ayeraglng atroot 1,00Q»000 lOSBfM 
projectiles per month. That is a lot of projectiles. The competition could not 
keep op, and while their prices began to <dimb during the inflaftionary period 
of the late 60*s, Presto*s dropped. Finally, in the latter period of 1909, when 
there was nearly a 30 percent price spread between Presto and its neazest com- 
petitor, the competition dropped oiA. 

As the Army's only 105MM producer, Presto continued to pour out shells at tlie 
rate of 48,000 per day — that's 1,000,000 per month. The Army did not need so 
many i^'ojectiles, but since the price for one million was aboirft the same as tlie 
price for the amount per month that the Army really needed, the Aimy f^ that 
it could not pass up the bargain. "So the Company produced and produced. Naitar- 
ally, the equifHuent began to get very, very tired and breakdowns became mone 
and more frequent. But still the Company produced and produced. 

Suddenly, in early 1972, one million shells per month wasn't enough. The Army 
needed more projectiles for the Tet Offensive. To obtain more projectHea* it 
would have to either reactivate one of the other 106BCM plants— a very expen- 
sive and time consuming operation, or ask Presto to i^oduce additional pro- 
jectiles on equipment that was already showing severe wear and tear. 

Presto responded by running its lines around the clock, six and sometimes seven 
days a week. The equipment was denied its Saturday and Sunday fiabbatb, days 
during which routine maintenance (and sometimes not so routine maintenance) 
had been performed. Equipment breakdowns became even more frequent Never- 
theless, Presto managed to boost its production from 48,000 projectiles per day 
to 51,000 projectiles per day, to 53,000 projectiles per day and finally to 54,000 
projectiles per day. Thanks to Presto's extraordinary efTort, the Army had enough 
106MM projectiles for the Tet Offensive, and it didn't have tx> reactivate an- 
other 105M M faculty. 

Now, you might ask, what the risk was in producing projectiles on tired eqn^ 
ment. Surely, you might think, the Government would comx)ensate Presto for 
any losses resulting from the breakdown of equipment. Well, if y«ou think that, 
you are wrong. All of Presto*^ contracts with the Government were fixed price 
contracts. Under a fixed price contract, the contractor receives the contract price 
no matter what happens. If a key machine breaks down, it is Presto who pays 
the workers for their idle time, and it is Presto who bears the cost of the un- 
absoit)ed burden — the contract price remains fixed whether Prefiito produces 
200,000 projectiles per month of 1,000,000 projectiles per month. 

Fixed price contracts are always risky contracts. Fixed price contracts with 
the Army are riskier than any other fixed price contracts. Like moe* other con- 
tract negotiators, the Army negotiators are tough and always seek to negotiate 
the lowest possible price. Unlike mo9t negotiators, the Army has access to all 
of the information the contractor uses to calculate its price, in fact, it even 
audits all of the historical cost data. 

Not only that, but the Army gets a second bite out of the apple. At flie end 
of the contract, it performs a second audit. If it finds that the contractor did not 
reveal "all" during the negotiations, it may take away the profits that it believes 
would not have been realized had the contractor shared all of its knowledge. 
Clearly, the Army is in a unique position to drive a very hard bargain. 

Presto not only took lots of risks, but was also very, very efficient. B^eve it 
or not, that exhausted equipment is still running. Presto has used it to produce 
92376,129 projectiles (and still counting). That is more heavy artillery projec- 
tiles than has been produced at all other (105MM, 155BfM, 8 inch, etc.) facili- 
ties combined. The prior production record for a single facility was 44,000,000 
a performance that had been considered extraordinary — a never to be attained 
again performance. The equiiHnent on the other line is to be completely refitoced, 
for in the process of producing a mere 44,000,000 projectiles, the lines were total- 
ly consumed and the equipment reduced to scrap. Presto is now in the process of 
modernizing its lines, however, most of its equipment is being overhauled, not 
Bcr&pped. 

Not only has Presto produced a lot of projectiles, but it has produced them on 
time. Once the lines were reactivated, Presto delivered projectiles on or ahead of 
schedule. 

Presto shells are of the highest quality. The people who load, pa<dc and as- 
semble the shells ought to know quality better than anyone else. For years those 
pople have raved about Presto's phenomenally low defect rate and its ability to 
control projectile weight 
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Government in-plant inspectors are also experts in the field of quality. The 
Government in-plant inspectors have shown their appreciation of Presto's quality 
by dramatically reducing their inspection team : from a high of 67 men in 1967 
to 55 men in 1968, to 35 men in 1969, and finally to 14 men in 1971. 

Presto managed to hold and even reduce (it usually reduced) its prices during 
the infiationary economy of the late 60's and early 70*s. How did it do it? Mostly 
by being extraordinarily efficient by using its work force more effectively, by 
producing less scrap, and by procuring material at bargain prices. Presto has a 
wonderful purchasing department filled with some very hard nosed bargainers. 
Those bargainers through negotiation persuaded the steel companies to furnish 
bar quality steel (steel held to a closer tolerance) at the price of shell section 
steel. The difference in price between bar quality and shell section steel ranged 
from a low of $14 per ton to $31 per ton. Since it takes about 17,000 tons of steel 
to produce 1,0()0,000 projectiles, you can see that is a lot of money. Those same 
bargainers also negotiated some very advantageous long term steel procnremait 
contracts. Under one contract that began in 1968 and ran through December of 
1971^ Presto purchased steel at $142.50 per ton and watched the market price 
climb to $181.50 per ton. Steel was such a bargain at $142.50 that once Presto 
had bought enough steel to meet its own needs, it urged the Government to 
buy 50,000 tons of steel for the Government's use under Presto's steel contract* 
Under another contract, Presto had the right to purchase steel at $195.50 per ton 
during a period in which the market price rose to $281.50 per ton. 

By 1970, letters of congratulations and awards began to pour in. The Secretary 
of Defense and generals and other officials from the Office of the Assistant Sec- 
retary of Defense, the Ofllce of the Assistant Secretary of the Army, the Army 
Biaterial Command, Pica tinny Arsenal, Frankford Arsenal, the U.S. Army Arma- 
ment Ck)mmand, the U.S. Army Ammunition Procurement and Supply Agency, 
and the Defense (Contract Administration Services Offices in Chicago and Mil- 
waukee all wrote to congratulate Presto on the quality, quantity and price of its 
projectiles. The President of Presto, a small, jolly man who looks like St Nick, 
was elected to the U.S. Army Hall of Fame (one of the few civilians who had 
ever been so honored) and was awarded the Department of the Army's Outstand- 
ing Civilian Service Medal. Last but by no means least. Presto has received two 
letters of praise from the great cost cutter himself. Senator William Proxmire. 
The Senator congratulated Presto on its "cost saving efforts" and called it, "an 
efilcient military contractor." 

At this point, you must be waiting for those familiar words, "and Presto lived 
happily ever after." Prepare yourself for a shock. In 1971 the Renegotiation 
Board began its proceedings to renegotiate Presto's contracts with the Army. The 
Company was not worried — with its record there was nothing to worry about It 
waited expectantly for a clearance and perha[>s a few glowing words for its 
accomplishments. The clearance did not come. What did come, came on May 21, 
1976 — a whopping Renegotiation assessment for $25,300,000, 63 percent of the de- 
terminations the Board reported for the entire fiscal year ending June 30, 1976. 

Like most tales, this tale has a moral : 

"If you are a Government contractor, do not take risks and do not be efficient. 
Yon may earn profits by operating efficiently and by assuming risks. But you will 
not be able to keep such profits. The Renegotiation Board will take them away 
from you." 



*Ttae Army negotiators who authorised purchase of the 50.000 tons of Government 
steel were each awarded the .Presidential Management Improvement Award for achieve- 
ments in reducing the Army's procuiement costs. 
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Mr. ToLLEY. Let me take a couple of minutes now and talk about 
some of the points that Mr. Kaufman raised. 

He talked at length about the administrative costs, that they 
could not be established by any auditing process. And he used the 
average amount of $20,000 that one study had revealed and that 
that could not be supported. 

I would just say this from an experience point of view, from this 
company that it is very easy to expend $20,000 annually on a l^al 
bill to get legal advice in dealing with something like a Ren^oti- 
ation Act, which has its own regulations, its own procedures, that 
are outside the ordinary business activity. 

In fact, it is another layer in the costs, the costs go beyond that. 
Public accounting costs each year would involve an exercise of 
tr3dng to establish if excessive profits will be determined at some 
later date will be returned? I don't think we should be in the busi- 
ness here of worrying about how to keep that kind of activity and 
those people employed. 

But $20,000 may well be the minimum level of the outside costs, 
just from the standpoint of dealing with the Board as it was con- 
structed in the past. 

Mr. Kaufman also said that the underl3dng reason for the Re- 
negotiation Board was an independent — there was need for an in- 
dependent agency to oversee the activity. 

As my recollection from reading the history of the Vinson-Tram- 
mell Act and the Renegotiation Board is there was a serious con- 
cern by Congress over the execution of contracts in a wartime 
emergency condition — that there was not time to properly form 
contracts at the outset, thus some extraordinary procedure was 
necessary. 

I would submit the Renegotiation Board was temporarily ex- 
tended a number of times, it was a temporary agency, and that this 
underljdng reason was not the original reason that that Board was 
formed. 

Of course, as we know, there is legislation on the books now that 
would provide for the implementation of some extraordinary proce- 
dure in an emergency condition. 

I would like to close by identifying what I believe is the real 
problem, and I think what we should be concerned with in this 
country today is the national competitiveness of our society. The 
problem is in growing proportions, and one of the underljdng prob- 
lems contributing to the U.S. global trade deficit. 

This matter was covered in great depth by the President's Com- 
mission in International Competitiveness. The Commission focused 
on the definition of competitiveness and concluded on the follow- 
ing, "competitiveness is the degree to which a nation can under 
free and fair market conditions, produce goods and services that 
meet the test of international markets while simultaneously main- 
taining or expanding the real incomes of its citizens.*' 

Included in the Commission's recommendations were the follow- 
ing, first, enhance incentives for private sector development. 
Second, make excellence in manufacturing technology an Ameri- 
can advantage. Third, strengthen protection of intellectual proper- 
ty rights. And fourth, balance the goals of the legitimate goals of 
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r^ulation with the need to bring the results of innovation to mar- 
kets. 

There is nothing related to profit limitations that will aid in 
meeting any of these objectives. In fact, I believe just the opposite 
is true. The President's Commission reached the conclusion that, 
and I quote, ''Americans must take on the challenge of competitive- 
ness as an economic agenda for the next decade.'' 

We urge this subcommittee to assume that same conclusion and 
focus on Government policies that lead in that direction and reject 
policies that run counter to this goal. 

Thank you. 

[The prepared statement of Mr. ToUey follows:] 
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HDOSE BftNKINS, FINANCE AiP URBAN KFFMBS aMCCTIEE 

OCTOBHl 30, 1985 



Mr. Chaiznan and menbers of the Oonnittee, I an pleased to appear before you 
this morning and to ocnnent on proposed legislation to resurrect the 
Renegotiation Board. My name is William R. ItoUey. I an the Director of 
Legislative Affairs for Harris Corporation. 

Harris Oorporation is a piroducer of advanced infomation processing, 
OGmnunication and microelectronic products for the worldhride Inf ozmaticn 
Technology market. Tha oonpany's products, systems, networks and oonponents - 
%«hich are used to process and ooniiunicate data, ^roioe, text and video 
infozmation - are sold in more than 100 nations of the %«Drld. In fiscal 1985, 
Harris had sales of $2.3 billion, employed 31,000 people and operated 35 plants 
in the United States, Canada, Europe and Asia. 

In previous capacities with Harris, I had responsibility for dealing with the 
Renegotiation Boeurd as well as many other 2i^pects of "govemnent contracting, 
llius, I have a long standing interest in the matter before you today. 
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Mr. Chaixnan, as you know and naxiy others on this oamauLttee know, the issue of 
the Renegotiation Board was debated at great lengths during the 94th, 95th and 
96th Congresses. Tha result being that the Boeurd was terminated in Murch 1979. 
Sub6ec[uent to the tezmination of the Renegotiation Board, Congress dealt with 
another profit restriction law, that being the Vinsonyitaamell Act. Like the 
Renegotiation Bosuxl, the Congress terminated the Vinson-Tramnell Act, an act 
affecting military aircraft and naval vessels that had lain dormant because of 
the existence of the Renegotiation Board. 

There are many reasons that these tuo laws were rejected by Congress but I 
believe there was one overriding reason that both were turned dc«n. niat reason 
is sinply that profit limitations do not work . In the past, proponents of 
profit limitations have raised naerous issues to justify the iiqposition of such 
limitations. Many of these reasons sound convincing, and play well in the 
media, however %ihen examined in an objective light, they fail to demonstrate how 
profit limitations will solve the perceived problems. On the other hand, it is 
quite clear as to how profit limitations negatively inpact the interests of the 
U. S. Goverxinent, U. S. business and taxpayers as a whole. 

Profit limitations have a negative iii|>act because; they are anti-ooopetitive, 
they discourage cost reduction, they lower productivity, they cannot be 
universally defined, and they further burden the pcxxnirement process. 



I believe it is iiqportant to share the same vantage point concerning government 
procurement. A great amount of the U. S. Congress* effort is directed at the 
regulation of our societal activity. ThB issue is different here, however, in 
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that the goverment is attenpting to acxjuixe its needs rather than siiqply 
ciurrying out its governance role. 

In other words, the govemnent needs to create a fundamental business 
relationship with the siJ^jplier. ThB U. S. Govemnent is the custoner and the 
business entity is the provider o£ gcxxis or services. What the U. S. Govenment 
should %«ant is a product that performs and fulfills the need just ais any 
customer expects. This distinction is inportant when considering legislation 
relating to or iii|>acting the procurement systan. 

The sif>plier has the objective of fulfilling that need 2uid making, at a mininun, 
the profits necessary to remain in business and to continue to perfozm. His 

goverment 's primary concern should be %dhether it is receiving the gcxxis 
contracted for at a reasonable price. Inclusion of profit limitations in the 
contracts interrupts this basic business relation and leads to decresised 
efficiency, possibly even decreaised quality and other performance parameters. 
Whether the contract is priced oonpetitively or priced on a sole source basis, 
profit limitations tend to be counterproductive. In short, if the pot at the 
end of the contract rainboKx^ is for the si^jplier to pay to the goverment the 
fruits of excellence, then mediocrity is rewarded and excellence is discouraged. 

To further elaborate this point, I reconDnend for your reading a reed life saga 
entitled, "A Grim Esdry Tale". Ihis is a statement by the National Presto 
Industries, Inc. submitted to this ocmnittee in 1977. 

The gcverment as with any customer should haumess the profit motive by forming 
contractucd terms that incentivize eund motivate the siipplier to the most 
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efficient, most productive and best performance under the contract. 1!he U. S. 
Govemnent, as with any other customer, should be viorried about the propriety of 
the agreed qpon price and not unduly concerned about the wekeap of that price. 

Existing Federal Govemnent Policy faces this natter squarely and deals with it 
in a re^xxisible manner. He policy can be found in the Federal Aoqiiisition 
Regulations (FAR) and the Department of Defense Sqpplemental Regulations. FAR, 
Part 15.901, peu^graph (b) states: 

"It is in the Govemnent*s interest to offer contreictors opportunities for 
financial rewards sufficient to (1) stimulate efficient contract 
performance, (2) attract the best capabilities of qualified large and anaill 
business concerns to Government contracts, and (3) maintain a viable 
industrial base." 

Further, Department of Defense FAR Sipplement 15.901, (c) states: 

"Ftorthermore, low average profit rates on defense contracts cwerall are 
detrimental to the public interest. Effective national defense in a free 
enterprise eoonony requires that the best industrial capabilities be 
attracted to defense contracts. Ihese capabilities will be driven SMay from 
the defense market if defense contracts are characterized by low profit 
opportunities. Consequently, negotiations aimed merely at reducing prices by 
reducing profits, with no realization of the function of profit, cannot be 
condoned. Fbr each contract in !«hich profit is negotiated as a separate 
element of the contract price, the aim of negotiation should be to onplpy the 
profit motive so as to ixqpel effective contract performance by which overall 
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costs are ecxxxxnically oontzolled. Ob this end, the profit objective must be 
fitted to the circumstances of the particular acquisition, giving duB weight 
to each of the effort, risk, facilities investznent, and special factors set 
forth in this subpart. Ihis will result in a wider range of profits vhidi, 
in naxiy caises, will be significantly higher than previous norms." 

Let's briefly examine the procurement options open to the Department of Defense 
(DQD) for attaining the best product at the lowest price while adhering to the 
profit policy. 

o Mvertised procurements where there is more than one sqpplier capable 
of providing the required goods and services bidding for the yiork. 

o Ccxnuercial catalog items aRmilable from suppliers at prices 
equivalent to those given their commercial customers including quantity 
discounts. 

o Conpetitive negotiated procurements where there are several aRredlable 
slippliers %«ho bid on the work but the final price is negotiated with the 
selected sqpplier. 

All of the foregoing are considered oonpetitive procurements cuid should not be 
considered candidates for "excessive" profits. 



It is in the sole-source, non-conpetitive procurement environment that suggests 
the possibility of "excessive" profits. The types of contracts available to the 
DOD in non-oonpetitive situations are flexibly priced "contracts (such as 



Digitized by 



Google 



147 



fixed-price incentive, cost plus incentive fee and cost reimbursable plus fixed 
fee) or firm-fixed-priced contracts. 

Flexibly priced contracts are subject to final price determination after 
contract conpletion and thus are subject to final contract settlanent. Tfie 
amount of costs incurred by the contractor in perfonnemce of these contracts 
affect the final price. In negotiating these contracts initially, the 
contractor must provide cost data, to the DOD eund certify that it is current, 
accurate and conplete. In the event, after contract avard, it is determined 
that the cost data used in setting the contract is defective by not being 
current, accurate or ocnplete, the PCD can recoqp the amount of the price 
affected by the defective cost data. Therefore, the govemnent has great 
protection frcm "unjust enrichment" in flexibly priced contracts in the 
non-oGqpetitive as in the oGn|)etitive environment. 

Firm-fixed-priced contracts place the full risk of contract performance on the 
contractor — none on the DGD. If the contractor's costs increase, the business ^ 
entity must bear the loss. In the event the contractor can lower costs, the 
business entity should be entitled the higher profits as a reward for efficient 
performance. Profit limitations are a one way street requiring the contractor 
to bear the loss generated by incresised costs but inequitadbly return monies to 
the govemnent for contractor efficiencies. 
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As we mentioned earlier in the statement, profit limitations cannot be 
universsdly defined. Let's examine the profit requirements of a capital 
intensive industry. The Department of Defense has established guidelines for 
determining profit negotiation objectives to be utilized by government 
negotiators. We recently prQ>ared im analysis of the %«ighted guidelines 
calculation for a typicsU. semiconductor production program utilizing the average 
financial ch2u:2K:teristics of severad saniconductor oonpeuiies. This analysis 
reveals that an average of 20% profit on costs represents a normal midrange. Of 
course, rates higher or lower could also be appropriate iix given circumstances. 
Ihe industry is very cyclical in nature and at times may be operating at a loss 
or a break, even due to ^rolume considerations in the industry. Aocordingly, %tien 
^rolumes are up, profit rates may be much higher than that %«hich %iiould be 
perceived to be nominal or average so that profit rates dramatically higher than 
20% on costs at times should not be considered excessive. Profit rates 
necessary to a saniconductor oonpany are signif icauitly inpacted by the high 
ratio of capital to sades required for that industry. If profit rates are not 
adequate or perceived to be inadequate, investment in those industrial sectors 
will not occur and they will atrophy into ncsnexistence. 

This illustration should not be taken such that it suggests that we nould 
endorse excessive profits, however the definition of and implementation of 
determination of %ihat is excessive under particular circumstances has indeed 
been elusive. I suggest that there are no universad standsuxte to determine what 
constitutes an excessive profit. Thus, excessive tends to be in the eye of the 
beholder. Tte peroeptiaa is influenced dramaticsdly by the model that one 
selects frcm uhich to mesisure performance. Quite ^picidly, policy makers 
within the govemnent, be they in the Executive branch or Congress, tend to 
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Utilise the high dollar ^alue prime oontracts as a model to determine the 
necessity o£ contractual controls , regulations, etc. However, this model has 
limited applications. 

There is a vast difference in business peurameters including profitability 
necessary under a prime major wesqpons system contract and a subcontract for 
oon^xsnent parts; particularly if those conponent parts are produced within a 
capital intensive enviroment. While in certain instances seme particular 
special regulatory procedure may be in order, that procedure may be totally 

inappropriate if applied to all contractual situations. Let me give you an 
exanple. Under the previous Renegotiation Act and Bosuxl's activities, 
oca|>etitively awarded contracts were included in the Renegotiation Board's 
jurisdiction. As a concept, 1 suggest that that is wrong. 1 believe that it 
should be axicroatic that eseoess profits do not exist in a oompetitive situation. 

1 sufandt that the real problem we should be concerned with here today is 
national ooqpetitiveness. Ihis problem is of growing proportions and is one of 
the underlying problems contributing to the united States* global trade deficit. 
This matter was covered in great depth fay the President's OGmnussion on 
Industrial Oonpetitiveness. The Qmnission focused on the definition of 
ooqpetitiveness and concluded on the following: 

"OMPEriTIVBlESS IS OHE DBSREE TO ViilCH A NATION CAN, UNDER FREE WD FAIR 
MARKET OONDmONS, PRODUCE GOODS AN) SSIVICES THAT tKET TBE TEST OF 
INTBttATIONAL MARKETS MHELE SIMUIOiANBOUSLy fAINTAININS OR BCPANDINS THE 
REAL INOONES OF ITS dTIZaiS." 
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The Ocmnissixxi made certain zeoamendations to increase U. S. conpetitiveness. 
Included in these reccmnendations were the following; 

o Eiihance incentives for private sector research and development. 

o Make excellence in niemufacturing technology an American 2idvantage. 

o Strengthen the protection of intellectual property rights. 

o Balauice the legitimate goads of regulation with the need to bring the 
results of innovation to meurket. 

There is nothing related to profit limitations that will add in meeting any of 
these objectives. In fact, just the opposite is true. The President's 
Ccnmission reached the conclusion that: 

"PMERlCMtS MUST TAKE Oti TSE OiALLQX^E OF OMPETITIVENESS AS THE KXXOOC 
AGQCA FOR 1HE NEXT DECADE. " 

We urge this CGninittee to assume that same ocxiclusion euid focus on govemnsnt 
policies that lead in that direction and reject policies that run counter to 
this goal. 
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Chairman Hubbard. Thank you, Bill ToUey, for your excellent 
presentation. We will ask questions after we have heard from Mr. 
Mulligan and Mr. Grenough. First, Mr. Mulligan. 

STATEMENT OF RICHARD G. MULLIGAN, CHAIRMAN, COMMITTEE 
ON GOVERNMENT BUSINESS, FINANCIAL EXECUTIVES INSTI- 
TUTE 

Mr. MuLUGAN. Thank you, Mr. Chairman. 

I am appearing as the chairman of the committee on government 
business for the Financial Executives Institute. But I am also vice 
president of Financial Control for TRW and we are headquartered 
in Redondo Beach, CA, which is a little further from here than 
Florida. 

Chairman Hubbard. I appreciate your being here. I knew you 
were with Bruce Benefield of TRW here in Washington. 

Mr. MuLUGAN. Right. 

As you know, we testified on this subject many times in the past. 
What I would like to do is similar to Bill ToUey; just dispense with 
most of my prepared remarks since they are in the record and just 
cover a few highlights and then get back to some of the items dis- 
cussed this morning. 

On renegotiation in general, we believe it is bad public policy be- 
cause the threat of renegotiation takes away from contractors the 
incentive to become more efGcient producers. Also I can think of 
no other industry in the private sector who after entering into a 
contractual agreement in good faith, is subjected to a postreview 
and recoupment of profit years after the contract is completed. 

Renegotiation doesn't happen elsewhere for several reasons. 
First, it is a practice that is considered unfair and inappropriate by 
most standards. Second, renegotiation fails to promote economic ef- 
ficiency and productivity. 

These were the very same points along with many others that we 
raised in 1976 when Congress decided to eliminate the Renegoti- 
ation Board. 

The proposal is an apparent reaction to an erroneous perception 
that "war profiteering is rampant. There is no objective evidence 
to support such a claim. Other than on an emotional basis, no one 
knows what "war profiteering" or "excessive profits'' means. I will 
discuss this later. 

There seems to be a lot of confusion on excess profits and what 
they might be. These terms are not definable in absolute or objec- 
tive terms. 

It would seem that before any legislation is enacted, we should 
be certain that a problem exists. I am well aware of the many 
spare parts horror stories of $400 hammers, $7,000 coffeepots and 
$600 ashtra3rs that may have created an impression that defense 
contractors are making excess profits. They play well m Peoria 
through the media but there is a rational explanation for each of 
them. Let me simply mention that out-of-production spare part re- 
placements constitute less than 1 percent of the DOD procurement 
budget and do not reflect the overall situation. 

We have had four or five profit studies, the latest being DFAIR 
and they all seem to show, as this latest one has shown that profits 
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in the defense industry are adequate and an equitable return is 
being made by defense contractors. 

We believe there is no real need for legislation. If someone were 
to believe you needed legislation, this particular legislation is defec- 
tive for a number of reasons. 

First, it is fundamentally "unfair.'' Other regulated industries 
are usually assured an adequate profit; none is provided here. I am 
not proposing that you guarantee a profit, but at least the '"heads I 
win, tails you lose" provisions of the bill in not permitting losses to 
offset profits are inherently inequitable. Even the Internal Reve- 
nue Service recognizes the inherent fairness of the offset. 

Second, this bill focuses attention on the wrong problem. With 
the focus of the proposed legislation on contractor profits rather 
than on final cost to the Government, renegotiation is counterpro- 
ductive to the desired goal of reducing total costs. 

The Congressman earlier talked about brassieres and I will go a 
little closer to the ground and talk about boots. Should, for exam- 
ple, a procurement officer buy $70 a pair boots because the price 
includes a modest 10-percent profit? Or, should he buy the same 
boots for $50 which includes a 30-percent profit? Is the profit exces- 
sive but the price right? What should be his focus — profit or total 
cost? Isn't it more important to incentivize industry to reduce the 
total cost of the procurement to the Government? 

Third, a bill such as the one before you could create an attitude 
in procurement of "who cares." That is, the individual procure- 
ment officer would make any deal he can make easily. After all, if 
he awarded a contract with too much profit, any mistakes will be 
recovered by renegotiation. 

Fourth, the bill which calls for product line renegotiation is to- 
tally inequitable, impractical, and nonproductive. It is inequitable, 
because it singles out an individual portion of a contractor's output 
for artificial measurement. It is impractical, in that, depending on 
the relationships of all products produced by a contractor, it forces 
unnatural segregation of costs, and unrealistic allocation of profits 
to achieve a desired result. 

It is nonproductive in that it requires the creation of a data bank 
of significant magnitude that makes no contribution to the produc- 
tivity of the contractor. Rather, it would increase costs and offset 
attempts to enhance both output and efficiency. Further complicat- 
ing this issue is the fact that contractor product lines are organized 
to suit each company's environment rather than according to a 
uniform set of guidelines. 

Our conclusions are: The previous legislative actions now aug- 
mented by additional legislation provide more than adequate justi- 
fication for Congress to reaffirm their decision not to fund the 
Board. 

There is no credible case that excess profits problems exist. 

Product line negotiation is inequitable and nonproductive. 

Profit recoupment will destroy the motivation of the Government 
to achieve optimal negotiated price. 

Profit recoupment will impede capital asset growth by lowering 
the amounts available for investment in productivity enhancing 
capital equipment. 
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Profit recoupment reduces the incentive of a producer to lower 
costs by innovative and efficient performance since the profits 
earned by such innovation make him a target for renegotiation. 

The total cost to the Government issue is overridden by the at- 
tention focused on profits. 

Existing legislation and DOD procurement process adequately 
protect the taxpayer. 

The cost of recoupment legislation would probably cost the tax- 
payer more than it would recoup. 

Now a couple of other items that were mentioned this morning. 
If I may comment on Truth in Negotiation Act, which was dis- 
cussed at great length. 

The 87th Congress, as we know, passed that act but over the 
years, and I have lived with this act for a number of years, it is a 
great protection for the taxpayer. During the last few years, it has 
received even more highlight than it has ever had before. In the 
past, if a contractor were guilty of not supplying current, accurate, 
and complete data, after audit, he would have to make a reduction 
in price which in essence would be refunding excess profit. 

The adjustment in the price of the contract was made. 

Many contractors did that over a period of time. 

Today we have an entirely different environment. Today what 
you have is the contractor if he is guilty of defective pricing he is 
also a C€mdidate for de facto fraud. If you look at the list of the 
items cited when they said 45 contractors were under criminal in- 
vestigation, most of those were defective pricing cases and up to 
now, we didn't think that defective pricing was a crminal case but 
apparently it is. 

Lawyers, seminars, lectures, training, there is quite a bit going 
on in the Government procurement community on the contractor 
side to be sure that everybody knows how truth in negotiation 
works. 

The DFAIR study was mentioned quite a bit. The GAO certainly 
is on record saying that they don't agree with the methods of how 
it was done, and so on. Mr. Kaufman was confused by some termi- 
nology. 

The GAO testified that one of the concerns about the validity of 
the study is it is based on unaudited data voluntarily submitted by 
defense contractors. Now, the defense contractors volunteered; it is 
true. But it is my understanding that the contractors that did re- 
spond covered over 90 percent of the defense procurements in the 
periods that were involved. So, whether it was mandatory or volun- 
tary, the information collected was a major portion of the defense 
procurement bill. 

Now, as far as auditing is concerned, when Profit '76 was done, 
we submitted the data and our auditors looked at it and made a 
verification that later the GAO determined was inadequate. So 
when this profit study was initiated, a very elaborate system was 
devised to be sure that the contractor's independent auditors veri- 
fied the data. 

Now, in our particular case, this was quite an extensive audit 
and tied into the books of account. It cost over $70,000 to us to pay 
our outside CPA firm, Ernst & Whinney, to audit this data; and 
the other contractors had similar bills. 
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Something is radically wrong if this type of audit cannot be ac- 
cepted. It seems as though the GAO is saying that unless they look 
at the numbers and unless they personally audit them, the num- 
bers are not correct. 

This is just wrong, Mr. Chairman. Those numbers can be relied 
on. 

I make no statement about whether DFAIR is a good report or 
not. I am saying that the methodology was correct, and I think 
that the record should be straight from the standpoint of a contrac- 
tor saying that it was audited, the data was audited, and not have 
the record state that it was voluntary data and, therefore, we need 
this tremendous Board to go get the data on another basis. 

So, I think the DFAIR story will be dealt with by later hearings. 
But at least for this part of it, I can tell you definitely the data was 
audited. 

The other thing bothering Mr. Kaufman was the term 
"markup.'' He said they seem to have gone to nefarious new words; 
they are using "markup" instead of "profit." The problem had 
been in the past that when the only records that were available on 
defense profits were the negotiated or going-in profits, and every 
time those were reported as increasing, the press would pick it up 
and say defense contractor profits are increasing. 

This was the amount that was negotiated on the cost before you 
went into the contract. It had no relationship at all to the realized 
profit when the contract had been completed. So, in the interest of 
trying to get proper terminology, the "markup" term was used for 
the going-in profit. 

The realized profit is what you end up with when the contract is 
completed. 

Where did the term come from? Webster's Dictionary says it is 
an amount added to the cost to produce a selling price. 

In the Government business, that is exactly what we do. We 
don't make any profit when we add that amount on. We don't 
make any profit until the contract has been completed. 

Now, there was quite a bit of talk about excessive profits and 
how you define them, and some testimony with respect to the costs 
of running the Board. I had to defend our RB-1 forms when the 
Renegotiation Board was in existence. One of the problems was, 
Mr. Chairman, that the Board looked at the business on a year-by- 
year basis, and we had particular situations — even though we were 
not reporting by contract, we reported by type of contract. And if 
the profit on the type of contract appeared excessive, they would 
want to know what detail contracts this occurred on. 

In our case, we had situations where we have built satellites 
which would be in orbit, and the orbital performance was earning 
profit. At the same time, there wasn't much cost in a given year; 
but when they snapshot the one year, the profit would appear, 
quote, "excessive," and they wanted a refund. 

And I would say, no way; look at the total contract. The total 
contract is producing the profit at 6 percent. They said, oh, no; this 
one year we are looking at a profit of 35 percent, and that is exces- 
sive. We want a refund. What is the cost of renegotiation? Arguing 
things like that, and litigating them, et cetera, is expensive. 
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So what is excessive? It is a difficult thing to have a board look 
at and say in a given year this profit is excessive. 

I have other comments, but in the interest of time I think we 
ought to pass to Mr. Grenough. 

[The prepsu:^ statement of Mr. Mulligan follows:] 
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Statement of Richard G. Mulugan, on Behalf of the Financial Executives 
Institute, Committee on Government Business 

Good morning. Mr. Chalman, I am Richard G. Mulligan, Vice President, 
Financial Control, of TRU Inc. I am appearing here today as Chairman of the 
Committee on Government Business of the Financial Executives Institute. 

The Financial Executives Institute (FED Is a professional organization 
of over 12,500 Individual me«t>ers who are senior financial and administrative 
officers of over 6,000 companies that represent virtually all segments of the 
econowff. It Is this professional background and experience that qualifies us 
to address this topic. The Committee on Government Business Is authorized to 
form, on behalf of the FEI, statements or positions relative to existing or 
proposed federal legislation and regulations designed to mandate: 1) 
accounting principles, standards or practices; 2) recordkeeping and reporting; 
and 3) other financial -related rules to be followed by private business 
enterprises providing goods and services directly or Indirectly to the federal 
government. 

As you know, the FEI has testified mar^ times In the past against profit 
limiting legislation, and we appreciate the opportunity to testify again 
today. 

I know that you have convened this hearing to discuss specifically H.R. 
3020, the "Mar Profiteering Prohibition Act of 1985." However, I feel 
compelled to begin r|/ statement by expressing r|/ concerns about renegotiation 
In general. Simply put, Mr. Chairman, renegotiation Is Just bad public 
policy. 

It's bad public policy because the threat of renegotiation takes away 
from contractors the Incentive to become more efficient producers. Also, I 
can think of no other Industry In the private sector who, after entering Into 
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a contractual agreement In good faith. Is subjected to a post review and 
recoupnent of profit years after a contract Is completed. Renegotiation 
doesn't happen elsewhere, for several reasons. First, It Is a practice that 
Is considered unfair and Inappropriate by most standards; second, 
renegotiation falls to promote economic efficiency and productivity. These 
are the very same points, along with others, that we raised In 1976 when 
Congress decided to eliminate the Renegotiation Board. 

This proposal Is an apparent reaction to an erroneous perception that 
"war profiteering" Is rampant. There Is no objective evidence to support such 
a claim. Other than on an emotional basis, no one knows what "war 
profiteering" or "excessive profits" means. These terms are not definable In 
absolute or objective terms. 

It would seem that before any legislation Is enacted, we should be 
certain that a problem exists. I am well aware of the mar^ spare parts horror 
stories of $400 hanmers, $7000 coffee pots and $600 ash trays that nay have 
created an Impression that defense contractors are making excess profits. 
Ulthout going Into the details (and there Is a rational explanation for each 
of them) let me simply mention that out-of -production spare part replacements 
constitute less than 1% of the DoD procurement budget and do not reflect the 
overall situation. 

In support of this, the four major studies that have been made of profits 
on defense contracts (two by the Logistics Management Institute, one by the 
GAO, and one by the DoD) covering the years 1958 through 1974, show that 
profits by defense Industries on government contracts are essentially In line 
with profits for similar work. 
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In 1983. the Defense Financial and Investwnt Review (OFAIR) was 
established to review the period froa 1975 through 1983. In general, the 
OFAIR analysis concluded " that current contract pricing, financing, and 
narlcup policies are balanced econo«1ca11y. are protecting the Interests of the 
taxpayer, and are enabling U.S. Industry to achieve an equitable return for 
Its Involveaent In defense business..." 

Me believe that there Is no real need for this legislation. However* 
even If there were a need, this legislation Is defective, for a nuri>er of 
reasons. 

First, It Is fundaaentally "unfair." Other regulated Industries are 
usually assured an edeqwite profit; none Is provided here. Vm no^ proposing 
that you guarantee a profit, but at least the "Heads I win. tails you lose" 
provisions of the bill In not penal tting losses to offset profits are 
Inherently Inequitable. Even the Internal Revenue Service recognizes the 
Inherent fairness of the offset. 

Secondly, this bill focuses attention on the wrong problem. Hith the 
focus of the proposed legislation on contractor profits rather than en. final 
cost to the govema^nt. renegotiation Is counterproductive to the desired goal 
of reducing total costs. 

Should, for example, a procurement officer buy $70-a-pa1r boots because 
the price Includes a aodest lOX profit? Or. should he bi^ the saae boots for 
$50 which Includes a 30% profit? Is the profit excessive but the price 
right? What should be his focus— profit or toUl cost? Isn't It aore 
liiportant to Incentlvize Industry to reduce the total cost to the govemaent? 
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Isn't It also true that the profit motive Is necessary to stlmlate the 
Investaent In new capital equlpnent to Increase productivity In order to 
reduce total cost? 

Third , a bill such as the one before you could create an attitude In 
procurement of "who cares!" That Is, the Individual procurement officer could 
make any deal he can make easily ... after all ... any mistakes will be 
recovered by renegotiation. 

Fourth, the bill which calls for product Hne renegotiation Is totally 
Inequitable, Impractical, and nonproductive. It Is Inequitable, because It 
singles out an Individual portion of a contractors output for artificial 
measurement. It Is Impractical, In that, depending on the relationships of 
all products produced by a contractor. It forces unnatural segregation of 
costs, and unrealistic allocation of profits to achieve a desired result. It 
Is nonproductive In that It requires the creation of a data bank of 
significant magnitude that makes no contribution to the productivity of the 
contractor. Rather, It would Increase costs and offset attempts to enhance 
both output and efficiency. Further complicating this Issue Is the fact that 
contractor product lines are organized to suit each company's environment 
rather than according to a uniform set of guidelines. 

Consider also that In 1979, when Congress terminated the Renegotiation Board, 
one of the considerations was the adequacy of the existing laws and 
regulations to protect the Interest of the taxp^^yers. 
Truth In Negotiation Act (Public Law 87-653) requires certification of 

actual cost and pricing data used by the contractor. It also provides 

for audits and recoveries by the government. 
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Cost Accounting Standards Act (Public Law 91-379) has now astabllshed 19 
cost accounting standards that assure unlforalty and conslstancy In 
govomwnt contract cost accounting and ptnaltlos art provided for 
failure to comply. 

Anti -Kickback Act, aaended In 1961. prohibits gifts fro« subcontractors 
to priMs as an Induceaent for the award of a subcontract. 

DoO Inspector General (16). The Modification of the 1978 Inspector 
General Act In 1982 created the OoO 16. This has liiposed an additional 
level of Investigative review and authority to assure compliance with 
regulatory and statutory requi resents. 

Gratuities 10 USC 2207 prohibits the giving of gratuities. 

Fraud Statutes and the enforceaent actions related to fraud by the 
Inspector 6enera1 and the Oepartaent of Justice provide additional liipact 
to all of these statutes. 

Cost Allowability Rules Section 15 of the Defense Acquisition Regulations 
(OAR) defines specific allowable and unallowable costs and requires 
specific allocations. Major disallowances are Interest, advertising, 
contributions, overcelling research and developnent expenditures. All 
reduce profit considerably. None of these have been repealed and all are 
working as effectively as they did In the past. In addition. Congress 
has enacted significant legislation that further reduces the potential 
for excessive profit. 

Provisions In the 1986 DoO Authorization Act specifically require 10 cpst 
Items to be expressly unallowable and 14 additional cost Iteas to be nore 
clearly defined to eliminate ad)1gu1t1es. The bill further provides for: 
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DOO Initiatives Including overhead should-cost negotiations. Deputy 
Secretary of Defense Taft's overhead Initiatives require a review of cost 
alloMablllty regulations for clarity and changes to cost principles that 
will reduce cost recovery. 

The Act contains a requlreiient for contractors to certify overhead 
subMlttals on DOD contracts 

More authority Is given to the Defense Contract Audit Agency (OCAA). 
These Include a requirement for audit resolution If the contracting 
officer does not agree with the OCAA recoinendatlons, a requlreiient for 
DCAA audits of subcontractor cost proposals. Increased access to 
contractor records through the use of the subpoena power, and the 
directive to give DCAA the authority to detemlne contractor overhead 
rates. 

The FY'86 DOO Authorization Act also contains provisions to shift to 
Industry the burden of proof regarding the reasonableness of disputed 
costs. Another provision requires the disclosure of extensive labor cost 
data comparing Industrial engineering standards to actual perfomance. 
Penalties for false claims was Increased from $10,000 to $1,000,000 and 
the liiposltlon of Interest penalties for overpayment of overhead cost are 
also Included In the Act. 

The Administration has also taken additional actions to safeguard against 
abuses and the horror case exaiiples concerning spare parts. A nud)er of steps 
have been taken In the past two years by the DoO and contractors to liiprove 
the spare parts acquisition process: 

On July 25, 1983, the DoO Issued a "ten-point program" on spare parts 
procurement to the Services. The program provided for Incentives and 
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dlsclpllntry actions to tncourts* M) o^ployoos to biQf s^Hnrts sanrtly and 
cKallonge unrMllstlc prices and prico Incroasos. It also rt<|u1rtd 
acctltratlofi of rofom on contracting proctduros, obtaining refunds for 
overcharging, developaent of alternative sources, and fiirtlier audits and 
Investigations. 
On February 24, 1904, the OoO issued a aaaorandua to the Services 
requiring contractors to Identify parts th^ did not Manufacture, and 
requiring the allocation of general and administrative expenses to spare 
parts be related to their value. 
Defense contractors have Individually Introduced Initiatives to Improve 
the spares acquisition process. Several contractors provide aomty-back 
guarantees where the govemaent aay return an 1 tea for a full refund If 
It detemrines It was overpriced. Most contractors direct govemaent 
custoaers to other sources for spares If they feel th^ cannot provide 
the part at a price that reasonably reflects the part's Intrinsic 
value. Contractors also discourage the procureaent of Inefficient 
quantities of spares by Identifying the cost-effectiveness of voluae 
purchases to their govemaent custoaers. 

In addition to the actions outlined above, there have been nuaerous 
directives, aaaoranda, and other foras of guidance Issued by OSO, the 
Services, and their subeleaents addressing aore specific Issues. The spare 
parts acquisition process Is receiving high-level aanageaent attention on a 
continuing basis by DoO and Industry. 

Mr. Chalman, we believe that It would be wise for this Subcoailttee to 
review the past history of the Renegotiation Board and detemrine once and for 
all whether or not you believe the Board was ever successful In achieving Its 
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stated mission. I believe that you will find, as did we and a majority In 
Congress, that the Board was a failure. One reason for that failure was the 
mistaken belief by some that the concept of profit recoupment actually saves 
taxp^tyers money. That Is a i^/th. Past studies have verified that total costs 
of administering the recoupment process have exceeded ar^ amounts actually 
recouped. This n(/th also doesn't consider the long term. Insidious, 
deleterious effect recoupment has on the costs of products purchased by the 
government because It Institutes in perpetuity a level of administrative costs 
greater than value of the potential recovery. 

The concept that profit recoupment Is good "public policy" Is not true. 
Regardless of how profit recoupment policy Is created. In reality the policy 
Is nothing more than a downward-only, unilateral contract price adjustment. 
This practice Is Inherently Inequitable, punitive, and a tremendous 
disincentive to producers. It Is also the opposite of action needed to 
encourage producer efficiency. Innovation and competition. It contributes to 
the worsening problem of overregulatlon. 

In summary, our conclusions are as follows: 

We believe that the previous legislative actions, now augmented by 

additional legislative and administrative safeguards, provide more than 

adequate justification for Congress to reaffirm their decision not to fund the 

Renegotiation Board. 

There Is no credible case that an excess profits problem exists. 

Product line renegotiation Is totally Inequitable, Impractical and 

nonproductive. 
Profit recoupment will destroy the motivation of the government to 

achieve the optimal negotiated price. 
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Profit fcoup wn t will Impede capital asstt growth ly lowering tiit 

aaounts available for InvestMiit In productivity enteancliig capital 

equlpaent. 
Profit recoupaent re<luce$ the Incentive of a producer to lower costs ly 

Innovative and efficient perforMnce, since the profits earned ly such 

Innovation wake hlw a target for renegotiation. 
The total cost to the govemwent Issue Is overridden by the attention 

focused on profit. 
Existing legislation and the OoO procurewent process adequately protect 

the taxpayer. 
The cost of profit recoupaent legislation will probably cost the tajq>ayer 

nore than It would recoup. 

Thank you. Hr. Chalman. for this opportunity to express FEI's views on 
this subject. I'd be happy to answer any questions that you night have. 
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Chairman Hubbard. Thank you very much, Mr. Mulligan. 
Now we will call on Don Grenough. 

STATEMENT OF DONALD S. GRENOUGH, PARTNER, 
TOUCHE ROSS & CO. 

Mr. Grenough. Thank you, Mr. Chairman and members of the 
committee. I do appreciate the opportunity very much to appear 
before you today. 

I will give a relatively brief condensation of the statement we 
have submitted that is more expansive. 

I am a partner in Touche Ross, an international public account- 
ing firm, and I am director of government contracting services for 
our firm. My work experience includes various phases of Govern- 
ment contracting in industry, in Government, and in public ac- 
counting. 

I come to you today to share my experiences and thoughts on the 
proposed renegotiation legislation, in the hope that you will recog- 
nize, as I do, that the legislation is not necessary and would, in my 
opinion, be very counterproductive. 

I will Say little about the significant improvements in defense 
procurement that I have observed, dating back to 1951. The record 
of hearings on prior proposed legislation, subsequent to the demise 
of the Renegotiation Board in 1979, is filled with such data. During 
the seventies and eighties, we have witnessed, I believe, a barrage 
of legislative and regulatory changes, much of which have been ad- 
dressed here this morning and this afternoon, which address the 
procurement process. 

Without questioning the wisdom of each of these changes, most 
of which I believe are appropriate, it is well for the Congress to 
focus on these changes in relation to the existing proposed legisla- 
tion. By considering these changes, the Congress should be able to 
see their cumulative positive impact in the defense contractor com- 
munity, with particular reference to the beneficial impact on con- 
tract pricing. 

I would now like to turn to the specific language of the bill 
which states, "The Board shall renegotiate all contracts and sub- 
contracts by division and by major product line within a division of 
the contractor or subcontractor." I believe there is a strong case to 
be made against this. 

The notion of product line renegotiation results from a perceived 
weakness in the 1951 Renegotiation Act whereby large companies 
involved in multiple product lines were able to offset high profits 
in some product lines against low or so-called deficient profits in 
other product lines, the net effect being on the company as a whole 
there were no excessive profit determinations. 

I would like to focus your attention on some negative aspects of 
product line renegotiation that previous testimony, I believe, on 
similar legislative proposals, really has not completely addressed. I 
believe that the proponents of product line renegotiation have ad- 
vocated this method for one reason only — primanly because it will 
produce higher determinations of excessive profits in contrast to re- 
negotiation conducted at the total company level. 
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However, this reason alone is far from a valid basis for legisla- 
tion since, to me, it lacks any real logic or conceptual soundness. If 
the purpose of legislation is simply to collect money from contrac- 
tors, renegotiation can be conducted at lower levels of contractor 
operations then product line, and this will result in the Govern- 
ment collecting even more money than under product line renego- 
tiation. 

Take an extreme example: Why not conduct renegotiation at the 
level of individual cost element within the contract and not permit 
offset of cost overruns and cost undemms. Assume, for ezample, 
that labor costs on a contract is estimated at $20 million, but 
actual labor costs amount to only $11 million, which gives rise to a 
potential $9 million excess profit determination. The application of 
the statutory factors in the act may give the contractor consider- 
ations for such things as efficiency, technological brecdcthroughs, 
and thereby decrease the actual excessive profits only to $5 million 
for the element of labor cost. 

At the same time, the contractor may have quoted $20 million 
for material costs and incurred actual costs of $25 million, or a $5 
million cost overrun. Of course, this material cost overrun would be 
ignored and not offset against the labor cost underrun, since re- 
negotiation in this example is conducted at the level of individual 
cost elements within a contract. 

Most would say this is a rather ridiculous way to conduct renego- 
tiation, and I would certcdnly agree. However, I would say that it is 
conceptually comparable, in my opinion, to the proposal that calls 
for product line renegotiation. 

I think the inappropriateness of product line renegotiation comes 
into sharper focus when it is understood how companies view the 
Government marketplace in making pricing decisions and the 
effect of such decisions on the prices paid by the Government. Com- 
panies view the Government marketplace in its totality, its total 
effect on the entire corporate entity, including affiliated companies, 
and not on a contract-by-contract basis, not on the basis of individ- 
ual line items of cost within a contract, not on a product line basis, 
and not even on a divisional basis. It is a total corporate approach. 

This corporate marketing viewpoint has a direct effect on the 
pricing of individual contracts, including the individual elements of ' 
cost within a contract. For example, in pricing a highly competitive 
fixed price or incentive contract, the contractor may well forecast 
cost and profit that might be lower than permitted under the Gov- 
ernment regulations, in order to arrive at a more competitive price. 
Under these circumstances, the Government benefits from a lower 
price. In addition, the contractor runs the risk of overrunning the 
lower cost estimates, thereby further reducing the low profit mar- 
gins already included in the cost proposal. 

Why is the contractor willing to take such a risk? In my experi- 
ence, it is because that particular contract at that time fits into the 
total corporate objective, which could include a whole host of com- 
plex financial and marketing considerations, such as acquiring 
state of the art technology, retention of valued employees,* sharing 
of common expenses, improved marketing position on identical or 
related products, or wanting to enter a new market. 
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Regardless of these corporate reasons, I suggest that Congress be 
aware of the fact that on price-competitive procurements, regard- 
less of whether contracts are fixed price, incentive, or cost-t3rpe, 
contractors may propose costs that are less than could be justified 
under procurement regulations. 

There is nothing improper or illegal in doing so, and the Govern- 
ment benefits from the lower contract prices that result from such 
pricing actions. 

On the other hand, corporate entities ordinarily look for balance 
in the degree of profitability of its products or services so as to ac- 
complish its present and future financial objectives. 

Balance and profitability is achieved in a number of ways. For 
example, underrunning cost estimates through cost efficiencies will 
increase profits. In addition, maximizing contract prices on those 
products or services that are not subject to intense competition will 
achieve balance in corporate profitability. 

In negotiated Government contracts, prices are legitimately 
maximized by including in cost proposals for any t3rpe of contract 
the maximum amount of cost and profit that can be justified under 
the Government regulations. The process of negotiating contract 
prices, including audit by DCAA of proposed costs and review of 
historical cost data along with the other multitude of advisory serv- 
ices to the contracting officer, ordinarily permit the negotiation of 
prices that are deemed reasonable by both contracting parties. 

It should also, I think by the Congress, be recognized that prod- 
uct line renegotiation will not help cure other t3rpes of deficiencies 
in contract pricing, such as mischarging in Government contracts, 
defective pricing by the contractor, or spare parts overpricing. All 
of these problems are addressed aggressively by the Government in 
other legislative or regulatory actions. 

Nor will product line renegotiation recapture excessive profits re- 
sulting from poor contract negotiation by Government personnel. 
With the increased professionalism in procurement personnel. Gov- 
ernment has considerably improved, I believe, its contract pricing 
capability. 

There are other very significant problems, I believe, in obtaining 
agreement on a definition of product line. Companies, in my experi- 
ence, will define and report financial data for internal purposes on 
product lines in quite different fashions. Some companies will 
define product lines quite broad, while others have very narrow 
definitions. 

Neither in external financial reporting nor regulatory compli- 
ance reporting is there a commonly accepted definition of product 
line financial reporting. Therefore, product line would have to be 
defined by statute or in the regulations in a way that would be eq- 
uitable for all contractors. The FTC attempted to do this for sever- 
al years some time ago in its line of business reporting, and was 
relatively unsuccessful. 

Regardless of what definition of product line was finally adopted, 
it would undoubtedly require significant changes in contractors* in- 
ternal recordkeeping because of the present diversity that exists 
among contractors in their financial recordkeeping. 

Renegotiation by product line as proposed in the legislation 
within a division also penalizes some companies because it fails to 
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recognize that some companies use two or more divisions to per- 
form work on a single product line, rather than performing all the 
work in a single division. Under these circumstances, when two di- 
visions perform work, division A may have high profits deemed 
possibly excessive, and division B may have low profits for the 
same product line. But low profits in B would not be ofSset against 
high profits in A. 

On the other hand, take a competing company who might per- 
form all of the work on the product line in the single division, in 
which case high and low profits from various parts of the work 
would be offset, resulting in no excessive profit determination. 

The existing language in the act, therefore, I believe, may cause 
companies to restructure divisional organizations or place Govern- 
ment work in certain divisions only rather than performing the 
work in the organizational or functional location, which results in 
the most cost-efficient performance. Either of these occurrences, I 
believe, would cause Government contract prices to increase. 

Singling out the product line level for renegotiation, in my opin- 
ion, is an artificial concept that fails to pass the test of reasonable- 
ness from either the contractor or Government viewpoint. Were 
product line renegotiation to become a reality, I believe, companies 
would alter their perspective of the Government marketplace by 
making uneconomic decisions that would damage eventually both 
the contractor and the Government. 

For example, I believe companies may tend to quote higher 
prices on high-risk contracts or maybe not quote at all, because of 
the inability to offset low profits or losses against high profit con- 
tracts in different product lines. Developmental programs would be 
the first to suffer because these are generally viewed as high risk 
involving several years of losses or marginal profits before the con- 
tracts become profitable. 

Another example would be, I believe, that companies would 
devote more resources to the commercial marketplace rather than 
the Government marketplace. This would be especially true in sub- 
contractors performing less Government work than commercial 
work, thereby further debilitating our industrial subcontractor 
base. 

Another example would be, I believe, that low profit product 
lines may be completely abandoned by contractors leaving the Gov- 
ernment with fewer sources of supply. The management incentives 
to remain in certain product lines are varied and complex. Manage- 
ment may choose to remain in a low profit product line because it 
tends to complement a high profit line in relation to marketing ob- 
jectives. 

For ex€unple, it may provide balance in product lines available in 
the marketplace; it may permit the sharing of common expenses, 
facilities of production, or provide work for the factory to attain 
higher levels of plant utilization. However, these motivations may 
not be sufficient to continue in low profit product lines if the finan- 
cial results are not permitted to be offset against high profit prod- 
uct lines. 

In addition, I believe that faced with the recapture of excessive 
profits on a single product line, companies will lose incentives to 
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maximize profits and tend to incur costs unnecessarily. This issue 
has been dealt with earlier this afternoon. 

The resulting lower profits will cause less capital to be available 
to improve operations, including lower investments in cost saving 
fixed asset improvement, and this can cause price increases in 
product lines sold to the Government. 

My final point. I would like to say that the fiscal year renegoti- 
ation concept directly conflicts, in my opinion, with product line re- 
negotiation. Fiscal year renegotiation is similar to a snapshot in 
the life cycle of a product and can improperly result in excessive 
profit determinations in a single year. 

Ordinarily, a product will be sold to the Government for several 
years. In the early years, sales and profits might well be lower 
than in the later years when costs per unit tend to be less and a 
higher profit is earned as the product matures. 

For example, in a multiyear procurement, the same per unit 
price may be established for several years of production, even 
though the amount of costs and sales will vary considerably by 
years, causing different amounts of profit to be earned each year. 
Certain years in the life cycle of a product, usually the later years, 
will result in higher profits that may be deemed excessive, even 
though over the life of the product profits are quite normal. 

Product line renegotiation on a fiscal year basis negatively fo- 
cuses on this issue, and yields inequitable results by recapturing 
profits in certain years and ignoring completely low profits or 
losses in other years. 

With Government spending billions of dollars for defense, there 
are always going to be some contractors, however few, guilty of 
wrongdoing such as overcharging, mischarging contract costs, de- 
fective pricing and fraud. 

In considering the need for renegotiation legislation, the Con- 
gress should focus on whether or not there are any real excessive 
profits being earned by companies as a whole, the extent of such 
abuse, the existing laws and regulations aimed at such abuses, and 
the ultimate cost to the taxpayer of collecting such excessive prof- 
its from contractors, including the cost to contractors and Govern- 
ment of complying with the legislation. 

An honest evaluation of these issues would, I believe, result in 
the decision that new renegotiation legislation is not warranted at 
the present time. 

Thank you very much. 

[The prepared statement of Mr. Grenough follows:] 
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Mr. Chairman and Members of the Subcommittee: 

I am a partner in Touche Ross , an international public 
accounting firm, and Director of Government Contracting Services 
for our firm. My work experience includes various phases of 
government contracting in industry, government & public 
accounting. 

I come to you today to share my experiences and thoughts on 
the proposed renegotiation legislation, in the hope that you 
will recognize, as I do, that the legislation is not necessary 
and would be very counter-productive. 

I will say little about the significant improvements in 
defense procurement that I have observed dating back to 1951. 
The record of hearings on prior proposed legislation, subsequent 
to the demise of the Renegotiation Board in 1979, is filled with 
such data. During the 70 's and 80 's we have witnessed, a barrage 
of legislative and regulatory changes which address the 
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procurement process. Without questioning the wisdom of each of 
these changes, most of which I believe are appropriate* it -is 
well for the Congress to focus on these changes in relation to 
the existing proposed legislation. By considering these 
changes, the Congress should be able to see their cumulative 
positive impact in the defense contractor community, with 
particular reference to the beneficial impact on contract 
pricing. 

The Case Against Product 
Line Renegotiation 

Since the proposed legislation is intended to recover 
"excessive profits" and the title of the bill is the "War 
Profiteering Prohibition Act of 1985," it is well to define some 
critical terms. 

"Excessive" is defined as "being too much or to great j 
immoderate; inordinate." "Profiteer" is defined as "a person 
who makes excessive profits, especially by taking. advantage of a 
shortage of supply to charge exorbitant prices." Both of these 
terms as applied to government contractors carry very negative . 
connotations, such as greedy, bad, an evil practice, unAmericanr 
a ripoff of the taxpayer, etc. 

I would now like to turn to the specific language of the 
bill which states "The Board shall renegotiate all contracts and 
subcontracts by division and by major product line within a 
division of the contractor or subcontractor." 

- 2 - 
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The notion of product line renegotiation evolves from a 
perceived weakness in the 1951 Renegotiation Act, wherebir large 
companies involved in multiple product lines were able to offset 
high profits in some product lines against low or "deficient* 
profits in other product lines; so that the net effect on the 
company as a whole is no excessive profits. This perceived 
weakness in the 1951 Act must mean that advocates of product 
line negotiation view high profits in one product line as 
"unAmerican and a ripoff to the taxpayers," and must be 
recovered by the government. 

Goodwin Chase, the last Chairman of the Renegotiation 
Board, frequently said that "the term deficient profits is not 
in my lexicon." Mr. Chase, of course, was an advocate of 
renegotiation by product line, even though the 1951 Act, under 
which Mr. Chase was operating, called for renegotiation of total 
company renegotiable sales, not product line sales. Werie Mr. 
Chase here today testifying before the Committee I'm sure he 
would be a very avid proponent of product line renegotiation, as 
a source of untold millions of dollars of excessive profits 
which should recovered by the government. However, he is not 
testifying, and I have quite a contrary view point on product' 
line renegotiation. 

I «rould like to focus your attention on some negative 
aspects of product line renegotiation that previous testimony on 

similar legislative proposals has not completely addressed. I 

- 3 - 
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believe that the proponents of product line renegotiation have 
advocated this method prinarily because it will produce higher 
determination of excessive profit than renegotiation conducted 
at the total company level. However this reason alone is not a 
valid basis for legislation. On the other hand if the. purpose 
of the legislation is simply to collect money from contractors, 
in order to show taxpayers that Congress is protecting their 
interests, renegotiation can be conducted at other levels of 
contractor operations that result in the government collecting 
even more money than under product line renegotiation. 

If renegotiation were conducted at any level below the 
total company level, the amount of excessive profit 
determinations would certainly be greater than prior 
determinations of the Board. There are a multitude of levels of 
company operation where renegotiation could be conducted. The 
amount of excessive profits will increase at each lower level of 
company operations where renegotiation is conducted. Levels 
below major product line will yield significantly greater 
excessive profit determinations. I suppose this means that the 
extent to which the taxpayer is being ripped off is dependent on 
the level at which renegotiation is conducted. I'm not sure the 
average taxpayer would understand this logic. 

The 1951 Act permits consolidation of affiliated companies, 
therefore, this is the highest organizational level of' 
renegotiation that would seem possible. Below this level. 
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there are innumerable points where renegotiation is possible. 
The list below includes a number of the different levels, 
proceeding from the highest to the lowest level: 

1951 Act - Consolidation of Affiliate Companies 

Single Company, Exclusive of Affiliates 

Division/Segment of a Company 

Major Product Line within a Company 

Minor Product Line within a Company 
Proposed HR 3020 - Major Product Line within Division 

Minor Product Line within a Division 

Component within Product Line 

Subcomponent within Product Line 

Individual Contract 

Individual Line Items of Deliverables within a Contract 

Individual elements of cost within a contract or within 
the separate line items of deliverables i.e., labor, 
material, overhead, G&A, and other direct costs. 

Considering the above list of possible levels of 
renegotiation, it seems appropriate to ask the question: Ifhat 
makes one level more appropriate than another level for 
determining whether or not excessive profits exist? 

I would suggest to you that a case could be made for at 
least the theoretical propriety of determining excessive profits 

at any of the above described levels. For example, the lowest 

. 5 . 
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level described above is at the individual element o£ cost 
within a contract. Assume labor cost on a contract is estimated 
at $20 million, but actual labor costs amount to only $11 
million, giving rise to a potential $9 million excessive profit 
determination. The application of the statutory factors in the 
Act may give the contractor consideration for such things as 
efficiency and technological breakthroughs, thereby decreasing 
the actual excessive profits determination to $5 million for 
labor costs. At the same time, the contractor may have quoted 
$20 million for material costs and incurred actual costs of $25 
million, or a $5 million cost overrun. Of course, this material 
cost overrun would be ignored, and not offset against the labor 
cost under run, since renegotiation, in this example, is 
conducted at the level of individual cost elements within the 
contract. 

Proceeding up the list of possible levels of conducting 
renegotiation, "Individual line items of deliverables within a 
contract" pose some in teres ting possibilities. Assume that the 
contracting parties have identified 10 separate deliverables 
under a contract and priced each of them at $10 million, 
amounting to a $100 million contract. Suppose one of the 
deliverables ended up costing only $5 million, and after 
application of the statutory factors an excessive profit 
determination was made for $4 million. In this example, assume 
the other 9 deliverables under the contract cost the cqntractor 
$110 million, rather than the $90 million originally estimated. 
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However, the government would ignore this $20 million loss on 9 
items in the contract t focus only on the one item which had $4 
million in 'excessive profits." 

The same procedure described above for conducting 
renegotiation by "Individual element of cost within a contract," 
or "Individual line items of deliverables within a contract" 
could be developed for all of the other possible levels of 
renegotiation described above. The practicality or fairness of 
these methods is quite another matter. 

The proposed legislation would require renegotiation by 
division and major product line within the division, rather than 
any one of the several other alternates described above, for 
reasons which have not really been satisfactorily articulated. 
I have not seen any valid reasons presented for choosing product 
line renegotiation, over the several others that are certainly 
possibilities, since so called excessive profits can be measured 
just as effectively at any one of the above levels. 
There seems to be no conceptual reasons which favor product line 
renegotiation over the other possibilities. For example, why is 
it more of a ripoff of the American taxpayer to earn high 
profits on a product line basis, as opposed to, say, a single 
deliverable item within a particular contract or even a 
particular cost element, such as labor, within a contract. 
There appears to be no moral right or wrong attached to product 
line profitability as opposed to say, division of a company, or 
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individual contract* There certainly is no ease o£ mechanical 
calculation of product line profitability over single company, 
division or individual contract; quite to the contrary* product 
lines are defined very differently by companies, and the Federal 
Trade Commission's attempt to develop uniform product line 
financial reporting in connection with line of business data was 
ill-fated, to say the least. 

Choosing product line renegotiation, therefore, seems to be 
based not on any conceptually sound basis, but rather solely oii 
the belief that it will result in collections of significant 
amounts of excessive profit by. preventing large companies from 
offsetting low profit product lines against high profit product 
lines. The inappropriateness of product line renegotiation 
comes into sharp focus when it is understood how companies view 
the government market place in making pricing decisions, and the 
effect of such decisions on the prices paid by the government. 

Companies view the government market place as to its total 
effect on the entire corporate entity, including affiliated 
companies, and not on a contract by contract basis, not on the 
basis of individual line items of cost within a contract, not on 
a product line basis, and not even on a divisional basis. This 
corporate marketing viewpoint has a direct affect on the pricing 
of individual contracts, including the individual elements of 
cost within a contract. For example, in pricing a highly 
competitive fixed price or incentive contract the contractor 
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will forecast costs and profit that may b« lower than permitted 
under the government regulations in order to arrive at a more 
competitive price* Under these circumstances, the government 
benefits from the lower price. In addition, the contractor runs 
the risk of overrunning the lower cost estimates, thereby 
further reducing the low profit margins already included in the 
cost proposal. 

Why is the contractor willing to take such financial 
risks? Generally its because that particular contract, at that 
particular time, fits into the total corporate objectives, which 
could include a whole host of complex financial and marketing 
considerations, such as acquiring state of the art technology, 
retention of valued employees, sharing of common expenses, 
improved marketing position on identical or related products, or 
wanting to enter a new market. Regardless of the corporate 
reasons, I suggest that the Congress be aware of the fact that 
on price competitive procurements, regardless of whether the 
contracts are fixed price, incentive or cost type, contractors 
will propose costs that are less than could be justified under 
procurement regulations. There is nothing improper or illegal 
in doing so, and the government benefits from the lower contract 
prices that result from such pricing actions. 

On the other hand, a corporate entity would ordinarily look 
for some balance in the degree of profitability of its -products 
or services, so as to accomplish its present and future 
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financial objectives* Balance in profitability is achieved in a 
number of ways*. For example # under running cost estimates 
through cost efficiencies will increase profit* In addition, 
maximizing contract prices on those products or services not 
subject to intense price competition will achieve balance in 
corporate profitability. In negotiated government contracts, 
prices are legitimately maximized by including in cost 
proposals, for any type of contract, the maximum amount of cost 
and profit that can be justified under the government 
regulations. The process of negotiating contract prices, 
including audit by DCAA of proposal costs and review of 
historical cost data, along with other advisory services to the 
contracting officer, ordinarily permits the negotiation of 
prices deemed reasonable by both contracting parties. 



CONTRACT OVERPRICING THAT PRODUCT LIHB 
RENEGOTIATION WILL NOT CURE 



It should be recognized that product line renegotiation 
will not help cure deficiencies in contract pricing such as, 
mischarging in government contracts, defective pricing by the 
contractor, and spare parts overpricing. All of these problems 
are addressed aggressively by the government in other 
legislative or regulatory actions. Nor will product line 
renegotiation recapture excessive profits resulting from poor 
contract negotiation by Government personnel. With the 
increased professionalism of procurement personnel, government 
has considerably improved its contract pricing capability. 
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A contractor is Motivated for a niunbar.of reasons to 
mischarge costs in governiient contracts. Since these actions 
are oriented to specific contracts, and not to product lines 
which include several different contracts, the nischarging of 
costs and higher profits resulting from such actions will go 
undetected in product line renegotiation. 

Similar ly, defective pricing is applicable on a contract by 
contract basis. If undetected by the government, defective 
pricing may increase profit on a particular contract, but that 
contract will be grouped with many others to form product line 
renegotiation. 

Spare parts overpricing may occur in a separate contract or 
as a separate line item within a contract. In any event the 
applicable contract will be grouped with other contracts for the 
same product and be subject to product line renegotiation. 

When government negotiators fail to conduct adequate 
evaluation of proposed costs and hence negotiate unreal istically 
high contract prices, the higher profitability to the contractor 
will be merged with lower profit contracts in the same product 
line. As a result, the high profit contract will lose its 
visibility in product line renegotiation. 
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D»f Initional Probl< 



There are significant problems in obtaining agreement on a 
definition of a "product line." . Companies will define and 
report financial data for internal purposes on product lines in 
quite different fashions. Some companies define product lines 
quite broadly, while others have very narrow definitions. 
Neither in external financial reporting nor regulatory 
compliance reporting is there a commonly accepted definition of 
"product line" financial reporting. Therefore, product line 
would have to be defined either by statute or in the regulations 
in a way that would be equitable for all contractors. The FTC 
attempted to do this for several years in its Line of Business 
Reporting and was relatively unsuccessful. Regardless of what 
definition of product line was finally adopted, it would 
undoubtedly require significant change in contractors' internal 
record keeping, because of the present diversity that exist 
among contractors in financial record keeping. 

The Congress should be aware that a broad, high level 
definition of product line, for example a two digit SIC code, 
will yield lower excessive profit determinations than a product 
line defined at the lower level of three of four digit SIC code 
5. A two digit SIC code definition will include a much higher 
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volume of sales and profits # and hence inherently permit more 
offsets of high and low profits on contracts. In contrast, a 
three or four digit SIC code product line definition will not 
permit as much offset of high and low profit contracts, because 
of the lower amount of sales and profits in each product line. 

While excessive profit determinations will increase at a 
lower level of product line identification, the cost of 
implementation by contractors and review by the government will 
increase dramatically. The development of new cost accounting 
systems and the cost of maintaining such systems by contractors 
will add significantly to the overall cost of renegotiation. 

Negative Impact on Companies Ifho Perform Product Line Work in 
Two Divisions. 

Renegotiation by product line within a division penalizes 
some companies because it fails to recognize some companies use 
two or more divisions to perform work on a single product line, 
rather than performing all the work in a single division. Under 
the circumstances when two divisions perform work, division A 
may have high profits, deemed excessive, and division B may have 
low profits for the same product line, but such low profits in 
division B would not be offset against high profits in division 
A. On the other hand, another company may perform all work on 
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the product line in a single division, in which case high and 
low profits from various parts of the work would be offset, 
resulting in no excessive profit determination. 

The existing language in the Act may cause companies to 
restructure divisional organizations and/or place government 
work in certain divisions only, rather that performing the work 
in the organizational or functional location that results in the 
most cost efficient performance. Either of these occurrences 
could cause government contract prices to increase. 

Distorts Management Decisions on Seeking Government Contracts 

Singling out the product line level for renegotiation is an 
artificial concept that fails the test of reasonableness from 
either the contractor's or government's viewpoint. Were product 
line renegotiation to become a reality, companies would alter 
their perspective of the government market place by making 
uneconomic decisions that would damage both the contractor and 
the government. Below are a few examples: 

o Companies would tend to quote higher prices on high 
risk contracts, or not quote at all, because of the 
inability to offset loif profits or losses against high 
profit contracts in different product lines. 
Developmental programs would suffer most because those 
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generally are Tiewed as high risk involving several 
years of losses or marginal profits before contracts 
becoae profitable. 

o Coapanies would devote mote of their resources to the 
CO — e rcial market rather than the government market. 
This would be especially true in the case of 
subcontractors performing less government than 
commercial work, thereby further debilitating our 
industrial subcontractor base. 

o Low profit product lines may be completely abandoned 
by contractors, leaving the government with fewer 
sources of supply. The management incentives to 
remain in certain product lines are varied and 
complex. Management may choose to remain in a 
low-profit product line because it tends to complement 
a high profit line in relation to marketing 
objectives, balance in product lines available, 
sharing of common expenses, ease of production, or 
because it provides work for the factory to attain 
higher plant utilization. However, these motivations 
may not be sufficient to continue in the low profit 
product line if the financial results are not 
permitted to be offset against high profit product 
lines. 
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o Fftced with recapture of excessive profits on a single 
product line, companies will lose the incentive to 
maximize profit and tend to incur costs 
unnecessarily. The resulting lower profits will cause 
less capital to be available to improve operations, 
including lower investments in cost saving fixed asset 
improvements. This can cause price increases in 
product lines sold to the government. 

Fiscal Year Renegotiation Will Erroneously Identify Excess 
Profits in Life Cycle of a Product Line 

Fiscal year renegotiation is similar to a snapshot in the 
life cycle of a product and will improperly result in excessive 
profit determinations. Ordinarily, a product will be sold to 
the government for several years. In the early years, sales and 
profits are lower than in later years, when costs per unit tend 
to be less and higher profits earned as the product matures. 

For example, in a mult i -year procurement the same per unit 
prices are established for the several years of production, 
even though the amount of costs and sales will vary 
considerable by years, causing different amounts of profit to be 
earned each year. Certain years in the life cycle of a product, 
usually the later years, will result in higher profits that may 
be deemed excessive, even though over the life of the product 
profits are quite normal. Product line renegotiation on a 
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fiscal year basis negatively focuses on this issue » and yields 
inequitable results by recapturing profits in certain years and 
ignoring low profits or losses in other years. 

Sensitive Company Financial Data Will 
Become Public Inforimtion 

Company financial data by product line is very closely 
guarded information, for valid reasons. Submitting such data to 
the government is quite different from submitting only total 
company-wide government financial data and the company has much 
more to lose in the way of confidential information. Product 
line financial data, in the hands of non-company personnel, can 
be devastating to a company's planning process, market analysis, 
competitive position, and future contracts. Notwithstanding 
government's efforts to safeguard the confidentiality of such 
data, it will, sooner or later, become public, or fall into the 
hands of non-company personnel. 

COMMENTS ON REASONS ADVANCED BY OTHERS IN FAVDR OF 
RENEGOTIATION BY PRODUCT LINE 

Those who advocate renegotiation by product line haVe, at 

various times, advanced a number of other reasons for its 

necessity. I would like to comment on whitt I believe are some 

of the more substantive reasons advanced. Since most believe 
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that excessive profits occur in fixed price contracts » rat.her 
than cost or incentive type contracts^ any examples are confined 
to fixed price contracts* 

Contractor Barns More Profit Than negotiated in the Price 

Assume a contractor incurs less cost than estimated in 
pricing the contract, thereby earning higher profits than 
anticipated. If the contractor failed to disclose current, 
complete and accurate cost estimates at the cost proposal stage, 
he is guilty of defective pricing or fraud, both of which are 
covered by other statutes that provide relief to the government. 

However, if the lower cost results from factors such as 
changes in market conditions, technological breakthroughs, 
improved efficiency or a simple error in estimating costs, these 
are normal business risks that any contractor serving either a 
commercial or government customer, in a fixed price contractual 
environment, is expected to undertake. If such factors were 
unfavorable .to the contractor, resulting in a cost overrun, 
government irould not be expected to increase the contract prices. 

Government Disagrees with Cost Proposal and Contractor Says 
"Take it or Leave if 

Assume a contractor submits its cost proposal, us ^ng it^ 
judgment of cost estimates that government believes are too high 
and cannot be adequately supported. Contractor is adamant and 
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will not negotiate lower cost estinatesr or is willing to lower 
cost estimates to anounts deemed unacceptable by government. 
Contractor finally adopts a "take-it-or-leave-it attitude*. 
There are several alternatives that government could consider 
i.e.r change contract type to cost or incentive type» seek 
alternate sources of supply, cancel procurement, appeal to 
higher level management in company, or issue letter contract 
with price to be negotiated after actual cost experience. 
Pursuing one or more of these alternates is frequently done by 
government. 

However, assume government does not pursue any of these 
alternatives successfully, and issues a fixed price contract 
consistent with the contractor's demands. Differences in 
judgment of contracting parties as to future cost estimates is 
present in most, if not all, negotiated contracts. Maybe the 
contractor is right and maybe the government is right. Only 
after the contract costs have been incurred will the amount of 
profit earned be known. This is the nature of a fixed price 
contract. However, the vast majority of these disagreements are 
negotiated to the satisfaction of both contracting parties. In 
those few cases where government ultimately disagrees, awards 
the contract on the contractor's terms, and higher profits than • 
anticipated are earned, product line renegotiation is not the 
answer, because it will not recover excessive profits on a 
contract by contract basis. ^ 
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In a broader sense it seems to me that government 
procurement practices are at fault to the extent that government 
believes it is paying too much for a particular item, and still 
awards the contract to the contractor. The recently enacted 
Competition in Contracting Act (CICA) should address the vast 
majority of problems in this area. It seems totally 
inappropriate to subject the entire defense industry to product 
line renegotiation, when such method of renegotiation will not 
address this particular contract pricing issue. 

Sole Source Contractor Requires Higher Profit Than Government 
Believes is Reasonable 

Assume sole-source contractor submits its cost proposal 
including an amount for profit that government deems 
unacceptably high. However, the contractor adopts a 
"take-it-or-leave-it attitude." Much of the same rationale 
described above, where cost estimates were the issue, also 
applies here. Product line renegotiation is not the answer in 
that it will not recover "excessive profits" on particular 
contracts. The real issue lies in government procurement 
practices covered, we believe, adequate by the newly enacted 
CICA. 
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Sealed Bid Contracting Can Result in Excessive Profits 

Under a sealed bid contract, where the successful 
contractor submits only a bottom line price, market conditions, 
evidenced by little competition, can result in earning a profit 
that some may deem "excessive." Many of the old Renegotiation 
Board excessive project determinations occurred in this fashion. 

However, under present procurement circumstances, this 
method of contracting is used by the government only when it is 
determined that sufficient competition exists to result in a 
price competitive procurement. Otherwise, a negotiated 
procurement will be conducted which brings into play all the 
pricing safeguards surrounding this type of procurement* 

Renegotiation by Product Line Puts 

Large and Small Companies on an Equal Basis 

Historically, most excessive profit determinations have 
been made against smaller companies with few product lines, in 
which cases company wide profits have been deemed excessive. In 
contrast, larger companies have been permitted, under the 1951 
Act, to offset low and high profit contracts, so that the 
company as a whole did not have excessive profits. It is also 
held that mergers and acquisitions that have occurred since 1951 
benefit large companies, by permitting higher volumes of 
contracts to be renegotiated as a group, further enhancing the 

possibility of offsetting high and low profit contracts. 
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The alleged benefit to smaller companies is influenced by 
the level at which product line is defined for renegotiation 
purposes. However, regardless of how product line is defined, 
it seems to me that smaller companies are in a no-win 
situation. For example, if product line is defined at a 
relatively low level of product nomenclature, smaller companies 
will find themselves subject to more excessive profit 
determinations than in the past. This is so because many 
smaller companies make a family of products, each of which could 
be identified as a separate product line, in which case 
excessive profit determinations against smaller companies would 
increase and continue to account for a large number of the total 
excessive profit determinations. 

On the other hand, if product line is defined at a 
relatively high level i.e., airplanes and ships, excessive 
profit determinations against smaller companies would tend to be 
as frequent as in the past. Smaller companies tend to be 
involved in fewer product lines defined as broadly as airplanes 
and ships, thereby reducing the ability of the small contractor 
to offset high profits in one product line against low profits 
in other product lines. 

In any event, most smaller companies would probably not 
support the legislation for product line renegotiation, since 
such companies aspire to growth which usually means broadening 
company activity to more product lines. 
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The Surge in Defense Sp»ndlnq is Causing P>rf of th» Defense 
Industry to Operete >t or lieer Capacity t Resulting In Excessive 
Profit Due to Lack of Competition 

This potentially is a significant problem, especially at 
the subcontractor level, where the number of suppliers has been 
shrinking for several years. 

Contract pricing by prime contractors or higher tier 
subcontractors can be accomplished by requesting only price » or 
cost and pricing data. If price only is requested from several 
vendors, under either sealed bid or negotiated contracts, and 
the buyer believes all of the prices are too high, requests for 
cost data can result in audit and negotiation of contract prices 
satisfactory to both contracting parties. This is permissible 
under the regulations and may have to be used more frequently in 
the future. 

To the extent that the subcontractor is supplying a 
standard commercial type item, this is exempt from renegotiation 
and the amount of profit or loss on these products or services 
is no concern to the government. 

One of the main sources of the problem lies in the fact 
that our country's industrial subcontract base is * 
deteriorating. One of the many reasons subcontractors do not 
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want to sell to the government is that it is an over -regulated 
business environment. The proposed legislation, if enacted, 
would simply compound the problem and cause more subcontractors 
to refuse to sell to the government prime contractors. 

While ■K>st defense contractors do not earn excessive profits > 
renegotiation permits the government to recover from the few who 
profit unduly at the expense of the taxpayer. 

With government spending billions of dollars for defense, 
there are always going to be some contractors, however few, 
guilty of wrongdoing such as overcharging, mischarging contract 
costs, defective pricing and fraud. 

In considering the need for renegotiation legislation, the 
Congress should focus on whether or not there are any real 
excessive profits being earned by companies as a whole, the 
extent of such abuse, the existing laws and regulations aimed at 
such abuses, and the ultimate cost to the taxpayer of collecting 
such excessive profits from contractors, including the cost to 
contractors and government of complying with the legislation. 

An honest evaluation of these issues would, I believe, 
result in the decision that new renegotiation legislation is not 
warranted at the present time. 
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Ren»qQtiation ^o^&g ffiot dfjvc the gfflcignt contractor away f row ' 
gt>v#rnment buaine&a — to th# contrarYf congidejratlQn of the 
atatutory factors ctitflrds efficiency by ^rmitting high profits 
but at the aame tlaie recovers excessive pcof lt_* 

Some believe that contracting officers negotiate higher 
profits than warranted, and that renegotiation permits 
recovering these excessive profits through consideration of the 
statutory factors (efficiency, reasonableness of cost and 
profit, net worth, risk, and contribution to the defense 
effort). Some also believe that different measurements of 
profit, i.e. return on investment, or return on assets, can be 
used in renegotiation more efficiently in determining excessive 
profits as opposed to the Weighted Guidelines used by 
contracting officers to establish profit levels in negotiated 
contracts. 

In my experience, contracting officers do a very effective 
job in negotiating profit in contracts. The Weighted Guidelines 
evidence thoughtful consideration of issues that are important 
in defense procurement. 

On the other hand, I have always been bothered by the 
Renegotiation Act of 1951 that permits the use of criteria for 
determining excessive profit that are substantially different 
from criteria used in originally negotiating contract prices. 
The use of such different criteria, especially considering the 
subjective nature of the statutory factors, puts contractors at 
a distinct disadvantage in their financial relationship with the 
government. 

This completes my testimony and I will be pleased to answer 
any questions you may have. Thank you for the opportunity to 
appear before you today. 
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Chairman Hubbard. Thank you, Mr. Grenough. 

We have questions for each of you. 

Mr. ToUey, it is well-known by many of us here in Washington 
that you played an instrumental role in the effort to see that 
Vinson-Trammell Act rejected by the Congress. I am very familiar 
with your work regarding Vinson-Trammell. 

Would you care to discuss the general concept of profit as a "per- 
centage of price/' as Vinson-Trammell dictated? And then discuss, 
if you would, the similarities of Vinson-Trammell to renegotiation. 

In short, do you see the same things happening with renegoti- 
ation that led to the demise of Vinson-Trammell? 

Mr. ToLLEY. Thank you, Mr. Chairman. 

The Vinson-Trammell Act had a very specific profit limitation. 
This was fixed in law, a percent of sales, 12 percent on military air- 
craft and 10 percent on naval vessels. I believe those were the 
numbers. 

It didn't recogniz^ assets involved. It didn't recognize any of the 
business elements in contract performance. It was arbitrary in that 
it directly fit the model that I talked about earlier about the con- 
tractual relationship and the motivation for higher costs, so that as 
long as the profit percent stayed within the limits, no matter how 
high the cost went, they were still acceptable when costs were re- 
duced. However, one exceeded the fixed profit rate and there was 
no incentive; as a matter of fact, a disincentive was there to reduce 
costs. 

Renegotiation de facto has the same process built in. It is more 
sophisticated in that the Renegotiation Board, including that time 
period when Don Grenough was director of accounting at the Re- 
negotiation Board, had to develop some method of determining 
when something was in excess or not. So over time, as with any 
bureaucratic organization, they established some sort of standards, 
even though they were a little loose, and there developed a pattern 
of what profit rates on sales, what profit rates on assets, what 
profit rates on capital — various criteria were considered to be ap- 
propriate. 

There was the normal movement to an average. Whatever that 
average is, that became the norm. That is why I said earlier that 
profit limits, where they are absolute in law or where they are im- 
plicit in law, actually rewards mediocrity. 

If the best you can do is the average, you are going to be OK in 
any of these procedures. But if your performance is excellent in all 
aspects and your profitability is very high, indeed even if it is justi- 
fied, but it will fall under these sort of procedures. That is where I 
say categorically profit limitations are serving the wrong master in 
how they are implemented. 

Chairman Hubbard. Could I ask, please. Bill ToUey, you present 
to us for the record today as soon as you can your article entitled 
*'Vinson-Trammel — An Anachronism" that was printed in the Na- 
tional Contract Management Quarterly Journal of September 1978? 
Could you do that? 

Mr. ToLLEY. Yes, I will do that. 

Chairman Hubbard. We would like to have that for the record. 

[The article submitted for the record by Mr. ToUey follows:] 
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VINSON*TRAMM£LL — An Anachionlni 
By James A. Hemnanni' and William R. Tolley** 

The Vinson-Trammell Naval Parity Act of 1934 provided for the moderni- 
zation and enlargement of the United States Navy to levels authorized by 
the Washington Treaty of 1922 and the London Treaty of 1930. Although 
the country was not at war, the magnitude of the procurement activity 
resulting from the bill was likely to have a war-time effect upon the market 
place supplying naval equipment Aware of several cases of profiteering 
during the First Worid War, the Congress felt it necessary to control profits 
allowed on procurements authorized by the Act. The Act was thevefora 
amended to limit profit on any contract or subcontract for the construction 
or manufacture of naval vessels and/or aircraft to 10% of contract price. It 
spedfially exempted contracts under $10,000 and allowed a permissive 
exemption to contracts for scientific equipment for communicatioos, target 
detection, navigation or fire control systems. Moreover, the Attorney General 
ui 1934 interpreted the profit-limitation provision to apply only to contracts 
for initial construction and manufiicture and not to those for replacement 
parts. Originally, the law was implemented on a contract by contract basis. 
The Treasury Department was the agency responsible for its administration. 
Any ''profit*' in excess of ten percent of the price of a contract was 
recouped by the Internal Revenue Service. 

Effect of Vuison-lkammell Ftofit Lhnitation 

Tlie use of a single measure, ''profit as a percent of prioe^, does not 
provide a total perspective of the financial operations of a firm. When 
combined with contract by contract application, the measure becomes even 
more narrow. In the case of the procurements authorized by the Vlnson- 
'Drammell Act, however, the use of such a restrictive profit limitation may 
have been the most expedient solution to what was envisioned as a 
short-term ab«nation hi the market place. Unfortunately, its use was increased 
and it was applied over a longer period than was originally planned. 

The inherent shortcomings of the profit limitation provision began to 
surface as experience with its application was gained and the scope of its use 
was expanded. The most obvious flaw in the provision was its contract by 
contract unplementation. This approach required repayment of "excess** 
profit on an hidividual contract while ignoring insufficient profit or losses on 
other similar contracts for identical products. It must be recognized at this 
point that profit, as the term is used m government procurement, is not 
necessarily money in the contractor's pocket This sum must be used to 
cover several business expenses which the government does not explidtly 
recognize as cost on its contracts. Examples of these are organizational and 
finandng expenses and corporate contributions. Profit is also used to pay 
both interest on debt, and federal income taxes. The remainder may be paid 
out in dividends or rehivested in the firm. 



*Financial Analyst, Harris Corp. since Feb 1978. Formerly with the Logistic 
Management Institute. Graduate of the Air Force Academy with 6 years of 
active duty with the Air Force Contract Management Division. 
**Director of Government Contracting Practices, Harris Corporation. Twen- 
ty years experience in Government procurement, a member of NCMA, AGA 
and the immediate past Chairman of the NSIA Procurement Sub-committee. 
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Congnti molved the inequity of sinffe conttact imfdemeiitation fay 
amending the Act in 1936 to allow companies to aggregate contract results 
before becoming subject to the profit limitation. Also, contractors received a 
credit for any losses incurred in the preceding year. In 1989, the Act was 
ftirther amended to hidude the procursment of aircraft for the Army under 
the profit limitation and to mise the level of allowable profit on contracts 
for the manufittture of aircraft to 12%. An additional recognition of the risk 
associated with the manufittture of aircraft was that both losses and 
deficiencies in profit (Le. less than 12%) experienced hi the preflous four 
years could be carried forward and set off any excess profit 

From the 1939 amendment until the present, the law hes remataied 
substantially unchanged. This cannot be construed as testimony to its lasting 
viability, but rather as evidence of its detrimental side efCects. AppUcatloa of 
the profit limitation prodskm of the \anson-'nramniell Act to the procure- 
ment environment during the WW n build-up did not contribute to the 
effectiveness and equity of the inocurement process, but rather hindered it 
Faced with the possibility of returning excess profit to the Tteasury, 
contractors were motivated to increase costs on government contracts. 
Evidence at the time was that some companies performed government work 
hi faieffident segments of thefar operations in order to assure that profit 
would not exceed the statutory limit [1] In tl^s environment, profit 
maximlxatlon was achieved through cost maximization rather than through 
productivity and cost reduction. 

Ftofit, Competition, FtofltabiUty, Ftofit Umltatlons and PMniuctlvlty 

It is a ftmdamental fsct that profit is good. TUs is demonstrated hi the 
attached graph. Two companies, *^A" and ^'B", are compared. In the first 
year, their prices and costs are identical. In the second year, ^B** earns more 
profit Althougli the selUng price for each company is the same, the net cost 
to the government is lower with contractor '^B'*. Tliis is because the 
government shares in **B^ 's profits through corporate taxes. An additional 
benefit of **V* *s performance is that it can offer lower prices hi the ftiture. 
In <»der for company ^A** to earn more profit it must raise prices. Hie 
trend for each company is presented over an eight year period. 

It is obvious that the government should wish to do business with 
company *^B**. Hierefore, it should encourage company '^B'* to compete for 
its work. This competition would result hi lower prices and would motivate 
company *^A*' to reverse its trend of rising costs and prices. If company *^B** 
refused to bid on its work, the government would have no recourse but to 
deal with company ^A**. 

Two conunon measures of profitability are return on sales and return on 
assets. A third is return on equity, however, this is merely a fimction of 
return on assets as they relate to a company's debt structure. When profit is 
limited to a fixed percentage of contract price, it is possible for a contractor 
to appear profitable without producing at the lowest possible cost In such a 
case, a contractor's long run strategy v?ould be to increase costs, hicrease 
price and therelqr hicrease allowable profit With no competitive incentive to 
hivest In productive plant and equipment, ineffident contractors are able to 
return gvNiter profit to a smaller asset base by keephig cost high. Hie result 
is that the profitability measures, return on assets and return on equity 
increase. 

A contractor deslrtaig to hicrease productivity and lower costs by substitu- 
ting capital assets for labor must earn a higher percentage of profit on sales 
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in order to appear as profitable as his iess efficient competitor. His increasing 
investment in assets increases the base of the profitability measure; therefore, 
this supplier has little or no motivation to enter hito a contracting 
arrangement where profit b limited. This is the reason '*B** reftised to 
compete for government business after the third year. When efficient 
contractors do not compete for its business, the government must resort to 
less competitive supplieik As a result, it pays higher prices for the goods and 
services it requires. Indications are that this was the case hi the late 1930's. 
The Secretary of the Navy reported to Congress that competition for Navy 
afarcraft contracts had decreased resulting in higher prices. [2] It b dear tnm 
the graphic presentation of Contractor "A** that after the fact determination 
of profit at a not to exceed rate reduces competition, increases cost and is 
analagous to cost-fdus-a-percentage-of-cost contracting. [3] 

Tliere is no reason to believe that the profit limitations contained in the 
Vtaison-lkammell Act are viable today or that the detrimental side effects 
which caused their abandonment will not occur again. Since the Act was 
suspended hi the eariy 1940*s, technology, the economy and the sophistica- 
tion of defense procurement system have passed it by. 

Changes in Defense Ftoeurement 

The defiense procurement system has undergone dramatic changes since 
the end of the Second Worid War. The sopUstication of the acquisition 
process has been increased legally, organizationally and academically. Legisla* 
tive changes include P.L. 87-653, Truth in Negotiations and P.L. 91-379, 
Cost Accounting Standards. More subtle organizational changes uidude the 
establishment of the Defense Contract Audit Agency (DCAA), the Defense 
Contract Administration Service (DCAS), and the service plant cognizance 
program (AFPROS, NAVPROS and AFROS). These statutes and organiza- 
tions, as wdl as new analytical techniques and revised procurement methods, 
have enhanced the capability of the Department of Defense to independently 
evaluate contractor proposals and to negotiate equitable contract prices. The 
ability of DOD to effectively perform this function predudes the require- 
ment for any type of renegotiation in peace time. 

Corrent Need For Vfaison-TVammell 

Present day enforcement of the Vinson-TrammeU Act is unnecessary^ 
arbitrary^ uneconomical, inflationary and is not in the best interest of the 
taxpayer, 

a) Profit limitations are unnecessary because DOD is able to ensure fair 
and equitable prices and is not negotiating under duress. "Should cost" 
reviews, pre-award surveys, post award audits, truth in negotiation require- 
ments, and cost accounting standards are all means through which the 
government is able to determine and validate negotiated contract prices. 
Tliere b *no need to redetermme profit. Even in times of national 
emergency, it is doubtftil that the government would not have adequate 
data with which to establish reasonable prices. In cases where there is 
hisuffident data upon which to establish a firm price, attention should be 
given to the appropriate contract type (FPI, CPIF, CPFF, etc.) rather 
than to profit limitations. 

b) Enforcement of Vhison-Trammell is arbitrary because it uses a single 
profit limitation set in 1934 and it is vague as to which contracts it 
applies. Economic and business conditions have changed smce the law was 
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enacted. In 1934 the country was in a depression and 10% or 12% profit 
before federal taxes may have provided a reasonable rate of return on 
investment or equity. Since other rates affect the profitability of a firm, 
one cannot strictly look at profit on sales. Inflation, asset turnover, 
corporate tax and interest rates are but a few of the remaining deter- 
minants of a company's ultimate profitability. Another factor con- 
tributing to the uneven impact of Vinson-Trammell is that military 
systems have become so complex over the past forty-five years that they 
are not simply classified as ships or aircraft. The profit limitation applies 
to the lowest tier subcontractor thereby compounding the problem 
presented by system complexity. It may take years to non-productive, 
expensive litigation to determine the intent of the law in 1934 and the 
contracts to which it applies today. Lastly, the $10,000 contract thres- 
hold to which the law applies is unrealistically low. In today's procure- 
ment environment, a more appropriate threshold would be 
$5,000,000. [4] 

c) Enforcement of the Vinson-Trammell Act will not be economical. It 
requires the reactivation and implementation of a reporting system within 
the IRS and industry in order to determine excess profits which are not 
likely to exist. In a report to Congress regarding the Causes of Excessive 
Profits on Defense and Space Contracts (PSAD 76-56 DEC 31, 1975), the 
GAO reviewed Renegotiation Board determinations of excess profits 
during FY 70 through FY 73. In this report, the GAO concluded that 
"contractors found to have made excessive profits in fiscal years 1970-73 
were primarily small producers of relatively low technology products such 
as military apparel and ordinance, and they were concentrated within 
relatively few industries and product lines". Since these types of procure- 
ments are not affected by Vinson-Trammell, it is evident that the 
manpower costs incurred by the government and industry in reporting 
alone are likely to exceed any excess profits recouped by the IRS. 
Neither government or industry can afford to waste resources in unneces- 
sary reporting and costly litigation. 

d) Enforcement of profit limitations will be infiationary. Hie appendix 
demonstrates that the use of a fixed percentage profit limitation will drive 
the efficient supplier away firom the government market. The government, 
having no recourse but to buy firom the inefficient producer, must pay 
higher prices for the goods and services it requires. 

e) The appendix indicates that, even when selling prices are identical, the 
lowest total cost to the government as a whole is provided by the more 
profitable supplier. This is because a portion of profit is returned to the 
Treasury. Therefore, it is in the public interest to ensure competition and 
profitability. Enforcement of the Vinson-Trammell Act would eliminate 
this phenomenon of the competitive market place. 

Unnecessary government functions, arbitrary actions leading to expensive 
litigation, costly witch hunts for non-existent "excess" profits, high prices 
and legislation which would spur inflation in defense spending are not In the 
interest of the American taxpayer. By repealing the archaic and potentially 
damaging profit limitations of the Vinson-Trammell Act, the Congress can 
move to reduce unnecessary government activity and to restore the incentive 
for productive performance in the defense market place. 

APPENDIX 

In this hypothetical example, two identical companies make radios for the 
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government which is their sole customer. The companies started out with 
equal production £Milities, costs and selling prices. After the first year, they 
pursued different strategies. One company began to liquidate its asset t>ase 
and let its equipment become antiquated. The other company invested hi 
productive plant and equipment in order to reduce costs. Both companies 
will be analyzed using two measures of profitability. The first measure is 
profit on sales. This is computed by subtracting production costs fjram 
sdling price which yields earnings before interest and taxes. These earnings 
divided by sales equal profit on sales. It is this relationship that is limited.!^ 
Vinson-Trammell legislation'^. For purposes of the example, the limit tat this 
ratio is set at 10% of sales. The second measure of profitability is return on 
assets. This is computed by dividing earnings by total assets. This value 
indicates the amount of earnings before taxes available to creditors and 
stockholden. It is one of the key ratios used by the financial conununity hi 
judging the viability of a firm, i^ providing an adequate return on assets, a 
firm is able to attract the capital it requires for investment and growth. 
These two, as well as other financial ratios, affect each other. When one, 
such as profit on sales is limited, various strategies pursued by firms can lead 
to situations in which the inefficient firm appears more profitable tiian the 
efficient one. The appendix will explore this phenomenon as well as 
demonstrate that the efficient producer always provides goods and services at 
the lowesst total cost to the government 

In the example, each company has an initial order to produce one 
thousand radios per year on a two year contract The selling price ot each 
unit is fixed at $100.00 for both years. In the first year, both companies 
had unit production costs of $90.00. 

The initial year balance sheets for the companies read as follows: 

Curxent Assets $ 70,000 Current Liabflities $ 39,000 

Plant ft Equipment 20,000 Long Term Debt 15,000 

Owner's Equity 36,000 

Total Assets $ 90,000 Total LiabiUties ft Equity $90.000 

Sales for both companies in the first year were: $100,000 

Cost of production and administrative expenses equalled: 90,000 

The net margin was: $ 10,000 

Margin/Price - 10,000-100,000 10.00% 

With the $10,000 margin the companies have earned a 10.8% return on 
average assets of $92,350. With these earnings they must pay $1,000 on 
their long term debt and $4,300 in federal income taxes. 

At the beginning of the second year, each firm was at a decision point. 

Company ''A'* decided to pay out all its earnings hi dividends. Rather 
than overhaul old equipment, it used ftmds provided by depreciation to buy 
back some outstanding stock. To compensate for increased maintenance on 
dd machinery, the company enlarged its work force. This increased unit 
production costs by $2.50 to $92.50. 

Company **B*' reinvested both fimds provided by depreciation and its 
prior year's earnings in new plant and equipment to reftirbish existing 
capacity and increase production efficiency. In doing so, it reduced unit 
production costs by $2.50 to $87.50. 

^Vinson-Trammell limits profit to a percentage of contract price. For 
simplicity in the example, price equals sales. 
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The results from the second year were: 

Company "A** Company "B" 
Sales $100,000 $100,000 

Costs 92,500 87,500 



Margin 


$ 7.500 


$ 12,500 


Margin as a % of price 


7.5% 


12.5% 


Average assets 


89,450 


97.700 


Return on assets 


8.4% 


12.8% 


Interest expense 


1,000 


1,000 


Taxable earnings 


6,500 


11,500 


Taxes 


3,100 


5,500 


Net earnings 


3,400 


6,000 


TOTAL COST OF U.S. GOVERNMENT 






Sales dollars paid 


$100,000 


$100,000 


Tax revenue received 


3,100 


5.500 


Net cost 


$ 96,900 


$ 94,500 



Considering the additional tax revenue received, the government paid less 
for the products it purchased from Company "B". Company "B" was also 
more profitable than Company '*A" in both return on sjales and return on 
assets. 

Company "B" exceeded the statutory limit of 10% on price by earning 
12.5%. Company "A" was under the threshold. The IRS must redetermine 
Company **B" profits. The calculation is as follows: 

Net Margin (Company "B") $12,500 

Less: Statutory Limit of 10% .^^ ^^^. 

on Price of $100,000 ^^^*^"^^ 
Excess Profit 2,500 

Less: Credit for Portion of Income 

Taxes Paid Applicable to 

Excess Profit ^^^^^ 

Payable to U.S. Treasury $ 1,300 

Effect of Profit Limitation on Company *'B": 

W/ Limit W/O Limit 

Margin $10,000 $12,500 

Average Assets 97,050 97,700 

Return on Assets 10.3% 12.8% 

In the third year, the government had a requirement for another two 
thousand radios, so it negotiated follow on contracts for one thousand radios 
each to Company "A" and Company "B". This was the first opportunity for 
the firms to adjust price. Company "A" continued to pursue its strategy of 
substituting labor for capital and reducing its asset base. Under the truth in 
negotiation act, it was able to certify that its costs were increasing and that 
they were estimated to be $95.00 per unit. Therefore, the government and 
contractor "A" agreed to a contract price of $105.00 per unit. 

Company "B", on the other hand, had been increasing productivity and 
lowering costs. Its certificate of cost and pricing data indicated this trend. 
The government benefited firom Company "B"' productivity increases 
through reduced contract prices. Company '*B" estimated costs to be $85.00 



Digitized by 



Google 



204 



per unit and negotiated a contract price of $96.00 per unit Tlie remits of 
ttie tliird year follow: 





Company "A" 


CompaQr''B' 


Sales 


$105,000 


$ 96,000 


Costs 


95,000 


85,000 


Margin 


10,000 


11,000 


Margin as a % of Price 


9,5% 


11.46% 


Avnage Assets 


85,600 


102,000 


Return on Assets 


11.7% 


10.8% 


Interest Expense 


1,000 


1.000 


Taxable Eaminp 


9,000 


10,000 


Taxes 


4,300 


4.800 


NetEaminp 


4,700 


5.200 


>TAL COST TO U^. GOVERNMENT 






Sales Dollars Paid 


105,000 


96,000 


Tax Revenue Received 


4,300 


4,800 



Net Cost $100,700 $ 91,200 



Company *'B** is less profitable than "A" wlien viewing return on i 
but is more profitable wiien return on sales is considered. 

Again, Uie lower price combined witli the increased taxes it paid made 
Company "B'* the lower cost supplier to the government. However, in this 
year. Company "B" begins to appear less profitable than Company **A*'. 
Company '*B'* exceeded the 10% statutoiy threshold of profit on price. 
Therefore, profits were redetermined. Hie calculation is as follovrs 

Company '*B" 
Net Margin $11,000 

Less: Statutoiy Limit (9,600) 

Excess Profit 1,400 

Less: Credit for Portion of Income 

Taxes Applicable to Excess Profit (670) 

Payable to U.S. Treasury $ 730 

Effect of Profit Limitation on Company "B": 

W/ Limit W/0 Limit 

Margin $ 9,600 $ 11,000 

Average Assets 101,635 102,000 

Return on Assets 9.4% 10.8% 

By reducing costs, Company "B** was also able to reduce prices. Since 
profit is limited to a fixed percentage of price, reduced costs yield reduced 
prices which result in reduced profits. Conveisely inefficiency leads to high 
costs, high prices and high profits. This is only true when contractors 
operate under a profit limitation. 

By substituting labor for capital, raising its costs, liquidating its asset base 
and buying bacic stock, Company ''A*' became more ''Profitable'* than 
Company "B". In fact, under a profit limitation. Company ''A" 's actions 
were more rational than "B" 's. 

If both companies pursue their chosen strategies and continue to do 
business with the government. Company *'A'* will continue to deplete its 
asset base and costs will remain high. Therefore, it will appear "profitable". 
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Company "B** 's profitability will continue to decline and it will lie-in to 
experience difficulty in attracting the investors and cieditois requiied to 
finance additional growth. 

Table I indicates the performance of the two companies through the first 
three years. It also projects performance for an additional five years. An 
analysis of contractor **A" indicates that by allowing costs to rise and 
controlling them to the point of maximum profit under the limit, he can 
recover costs plus profit at a fixed percentage. In attempting to stabilize his 
return to creditors and stockholders, contractor '*B'* must earn a greater 
percentage of profit on sales. When this profit is retroactively redetermined, 
however, he becomes much less profitable than ''A'* and unattractive to 
investors. Although he can offer a lower price to the government, contractor 
"B" refuses to bid. This leaves "A" as a sole source and results in the 
technical equivalent of cost-plus-a-percentage-of-cost contracting. 



FOOTNOTES 

* Roger N. Boyd and Donald C. Holmes, Jr.; Memorandum of Law RE: 
Analysis of liability of government contractors for excess profits resulting 
from the reactivation of the Vinson Act, pp 13. 

* Ibid pp 12. 

* The Appendix provides more detail regarding the case example provided. 
^The average unit cost of the B-17 approached $200,000 (U.S. Army in 

WW n, V8, Pt. 7, by Irving Brinton HoUey, Jr.). This figure compared to the 
$100,000,000 projected unit cost of the B-l results in a ratio of 500 to 1. 
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Chairman Hubbard. Mr. Mulligan, on page 3 of your testimony 
you refer to the spare parts horror stories. You also go further to 
state that there is a rational explanation for each one, but you 
don't state specifics. 

Briefly, would you recreate a scenario, if you can, that would 
lead to a situation such as the $7,000 or $6,000 coffeepot like we 
have heard about earlier today? In other words, would you briefly 
describe the cause of such a situation and why you believe it is not 
excessive profits? Most people who hear about a $6,000 coffeepot 
are assuming that it is excessive and that there is fraud. They are 
critical of defense spending and make fun of the Pentagon, and we 
have people in Congress who make long speeches about excess 
spending by the military. 

Will renegotiation solve this? 

Mr. Mulligan. No, Mr. Chairman. Unfortunately, as I said, 
there are answers to those, but they don't play; they don't sell 
papers. 

Take the coffeepot. The first mistake, it is not a coffeepot. Next 
time you fly in a DC-10, look at what they have there. It is a coffee 
assembly station. I am not in that business, except I know what it 
looks like and I know that — what Eleanor Spector was sa3ring — 
there are different reasons for each of those horror cases. One is 
overspecification. I think that coffee assembly would make tea and 
coffee, and make an3rthing you wanted at 300 degrees above zero, 
300 degrees below zero, at 20G's, when the plane was going down. I 
think if the plane crashed, it would still be perking coffee for the 
rescue crew that got there. 

Whether we need that overspecification or not is something else 
again, but that is part of your reason. 

The other part is this cost allocation situation. We mentioned it 
earlier — how you allocate overhead. For some reason now, with 20- 
20 hindsight, it is just dumb. The allocation was made on a per 
item basis. So the singular item of a 4-cent diode or hammer or 
whatever got the same allocation as the more expensive $100,000 
piece of test equipment. 

This does not indicate to me there is any excessive profit, be- 
cause the cost to the contractor for making both of those items has 
been absorbed. It is a question of how it was allocated. 

I have been trjring to preach this message. I have talked to the 
Rotary, Kiwanis, and so forth. That is the only way you get to your 
constituents. You can't do it any other way. It is unfortimate. 

I can sympathize with the Congress because you have a problem. 
Congressman Gonzalez mentioned the Wall Street Journal article. 
He said here is a prestigious paper who, in their lead article, on 
page 1, talks about DCAA and ends up calling them a toothless 
watchdog. Now, a lot of people read that paper and believe it. 

I was interviewed by that same reporter for over 1 hour for my 
views on the DCAA, and I can tell you I didn't call them a tooth- 
less watchdog. I explained exactly what DCAA has been doing over 
the past years, but did that appear in the paper? Not one single 
word. Was I offended because they didn't use my name or my 
quotes? Heck no. I was offended because it was a distorted story. 
That is the basic problem we have to fight. 
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The constituents come up to you and say we have to do some- 
thing about this. The C!ongress says yes, let's pass legislation. You 
do that. And, as Eleanor said, as a result of the CICA, Competition 
in Contracting Act, they have to go and rewrite all the regulations. 
One-third of the regulations had to be rewritten. 

Sure, it can be explained. You can explain all those things. I ex- 
plain it by one of the simplest ways, and people say I never heard 
it explained that way. I say you are sick in bed, you can't go shop- 
ping, you ask somebody to come in, and say, take a look at my 
pantry, find out what I need, go down and buy it, make sure it is 
right, make sure it is properly done, bring it back, put it away, do 
it all, and I will pay you $20. 

You have 20 items. Unfortunately, one of them is a steak and 
one is a roll of toilet tissue, one roll. It costs a quarter. TTie 20 
items, the $20 allocated, $1 to each. You don't complain about the 
steak if it is $10.95 instead of $9.95, but you raise hell about one 
single roll of toilet tissue costing $1.25. It is just as simple as that 
how they allocated the cost. 

But does that story get told? No, because the explanations don't 
go over. Does it mean excessive profits? No. The $20 was a good 
price for what you got. It is how it was allocated. 

So I don't believe those isolated horror cases are any reason at 
all for indicating they are excessive profits in our industry. 

Chairman Hubbard. Those of us in Congress can understand and 
believe your comments about the media leaving out certain parts of 
your explanation. 

Mr. Mulligan. There were more media personnel here when Mr. 
Kaufman was talking than there are now. But then again, that is 
to be understood. 

Chairman Hubbard. We thank you, Mr. Mulligan. 

Again, I appreciate Dr. Bruce Benefield being with us in addition 
to your being here. 

Now, Don Grenough, let me ask you one question, and then I will 
turn it over to my colleagues. On page 24 of your testimony, you 
state: 

In considering the need for renegotiation legislation, the Congress should focus on 
whether or not there are any real excessive profits being earned by companies as a 
whole, the extent of such aouse, the existing laws and regulations aimed at such 
abuses, and the ultimate cost to the taxpayer of collecting such excessive profits, 
including the cost to contractors and government of complying with the legislation. 

Does it make sense to you for Congress to first determine if there 
are excessive profits before we go ahead, before we go one step fur- 
ther and try to prevent them? 

Mr. Grenough. I think this focuses, Mr. Chairman, on the issue 
I mentioned in my summary statement to the effect that the level 
at which so-called excessive profits are to be sought after is a very, 
very critical point. The proposed legislation deals with a level 
called product line. I have indicated in my paper why I see no con- 
ceptual basis or logic for product line as opposed to any other level 
that I have articulated in the paper. 

I am concerned when people propose legislation that gets away 
froni the total company concept, the total company was the way re- 
negotiation was conducted for years. It was passed in the wisdom of 
the Congress in 1951. I have not seen anything on the record that 
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tends to articulate in a way that at least I can understand what 
makes product line an appropriate level to conduct renegotiation. 

I think the initial thing is to get through that conceptual prob- 
lem. And once that is solved, then one could perhaps determine 
whether or not excessive profits are in existence. 

I personally, in my experience with my concept of excessive prof- 
its, which is oriented to a total company concept, I really don't be- 
lieve considering all the improvements in the procurement process- 
es over the years — and I have been in the business for almost 40 
years — that there is not really in today's environment excessive 
profits that should concern either the Congress or the taxpayers. 

Chairman Hubbard. I did say one question, but if my colleagues 
would grant me one more, I would appreciate it. 

You devoted a substantial portion of your time to the discussion 
of product line renegotiation. To the best of your ability, can you 
estimate what percentage of companies nowadays keep their 
records by product line? 

Mr. Grenough. Well, in my experience^ — and we work with sev- 
eral hundred different companies a year — most companies will 
keep some sort of financial data by something that they define as a 
product line. The problem, Mr. Chairman, is that there is no uni- 
formity in a definitional sense among companies as to what is a 
product line. Some companies will have, for example, $100 million 
in sales and might bookkeep their sales and costs in three or four 
broadly constituted product lines, where another much smaller 
company, a $20 million a year company, for internal management 
purposes may have 10 or 12 or 15 so-called product lines. 

TTiere is no uniformity among defense contractors in terms of 
how they define product lines. 

Chairman Hubbard. Congressman McCandless. 

Mr. McCandless. I would like to reserve my time, if that would 
be in order, Mr. Chairman. 

Chairman Hubbard. That is fine. 

We will call on Congressman Gonzalez. 

Mr. Gonzalez. Mr. Chairman, I don't have so much in the way 
of questions, except that I feel impelled to make a couple of state- 
ments. 

To clarify the record, I believe that the impression Mr. ToUey 
has left is that the Vinson-Trammel Act had been invoked at any 
time between 1951, 1955 and onward during the active period of 
the Renegotiation Board, so that when we boast about doing away 
with the scarecrow — which, incidentally, was used as an argument 
at the time they were willing, the Kenegotiation Board — but I 
think the record ought to show that nobody was pushing for 
Vinson-Trammell, and that in the absence of a process that the Re- 
negotiation Board exemplified that then this boogieman of the 
Vinson-Trammel invocation scared the davlights out of everybody, 
and you had to have specific repealer legislation. That is one. 

The other was your, I think, rather inappropriate analogy to 
homebuilding. As a matter of fact, we have a very, very good illus- 
trative track record with the so-called new construction section 8 
housing in which, if there was ever to be an equivalent in the Re- 
negotiation Board process in the home construction business, that 
certainly was a good one. 
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In fact, the C!ongress abandoned it just a couple years ago be- 
cause of the fact that the cost factor was just out of control. 

So that m both cases — though I think that I just feel the record 
ought to clarify those points — all I can say is that of the three wit- 
nesses, I think that we can synthesize their testimony very suc- 
cinctly by sa)ring that each one says, "Who says there is an excess 
profit problem? Show us." 

And you go on and profit before you go around here fiddling 
around with legislation, legislative proposals. In the meanwhile, we 
will fight you to death to try to get processes and programs that 
will enable you to establish the extent of excess profits. 

So with that kind of position, it would be kind of silly for me to 
ask questions. 

Qiairman Hubbard. Mr. ToUey. 

Mr. ToLLEY. May I respond? 

I am sorry if I implied that Vinson-Trammell was in effect 
during the time of the Renegotiation Board. 

Mr. Gonzalez. You certainly did. 

Mr. ToLLEY. It was not in effect. As a matter of fact, the Renego- 
tiation Board was a temporary act that superseded temporarily the 
Vinson-Trammell Act. 

Mr. Gonzalez. That is right. 

Mr. ToLLEY. My purpose of talking about both was to talk to the 
analogy between the two as far as their comparability of impact. 

Chairman Hubbard. Mr. McCandless, questions? 

Mr. McCandless. Thank you, Mr. Chairman. 

I appreciate the testimony that you three have given and the pa- 
tience in waiting until this time of the day. One of the things that 
seems to be with us in this process of contracting is that if you con- 
tract with some level of Government — in this case the Department 
of Defense — that there are additional costs beyond that of the obvi- 
ous, materials, manpower, et cetera, and interpreting regulations 
and having additional inspections and numerous other things 
which automatically add to the cost of an item being sold to the 
Federal Government that would not be represented in the same 
kind of item if it were designed and built and sold in the open 
market. . 

Many people tell me this is true. I have had limited experience 
in the area and I can kind of think it is true. Is anyone in the busi- 
ness sector, has anyone done an analysis of how much more it costs 
to do business with the government than it would the private 
sector in a like situation? Any of you who may have thoughts on 
that, I would like to hear from you. 

Mr. Mulligan. As far as a comparison, I think in our company 
we have a commercial division producing commercially and we 
have the government division and groups, and it is pretty clear 
that we get quite a bit more help, or assistance. I think Congress- 
woman Kaptur was referring to the trailers outside of Teledyne in 
Toledo. We would need quite a few trailers. 

We have over 150 people helping us. Is it all necess€uy? It is 
added cost, that is for sure, not just the cost of the people but what 
they ask for and what we have to respond to, the housing of them, 
et cetera. 
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Do they help on quality? I am not a technician in that area, but 
there are a lot of people on contract administration, tremendous 
amount. Every time C!ongress passes another bill they have to 
make sure that it is being followed so they come in and check up 
and make sure that the bill is being implemented properly. 

So, yes, it sure does raise the cost. There is no doubt about it. 
The question is. Do you khow, is that worth it and to what degree? 
What we are talking about is adding another one, add another 
board to it. I think that clearly that is an area that hopefully this 
new commission will look at. We would certainly encourage them 
to look at that. 

Can the organization be reorganized differently so you don't need 
all that help? 

Certainly you will have to have auditors when you are dealing 
with taxpayers' money. But they are not all auditors. There are a 
lot of other folks out there helping us. 

Mr. McCandless. Yes. 

Mr. Grenough. While I don't have any specific figures that 
would be useful in the sense of greater percentage of dollars that 
are required to do business with the Government, Mr. McCandless, 
in my experience as a public accountant working with a host of 
companies each year large and small, I think the Congress should 
be aware that lots of the smaller companies — by that I mean com- 
panies less than $40 or $50 million a year sales — a lot of those com- 
panies don't want to do business with the Federal Government be- 
cause of the bureaucratic hassles and regulations and oversight we 
have discussed before. This is important to me as a taxpayer be- 
cause I volunteered several months of my time on the Grace Com- 
mission and worked specifically in the area of DOD in relation to 
prqpurement issues. One of the things that we tried to focus on was 
the deterioration of our subcontractor base in this country. I think 
that things like a multitude of regulations, including the consider- 
ation for development of a board, all it does really is force subcon- 
tractors further away from doing business with the Government. 

As a country, I don't think we want to do that. 

Mr. MuLUGAN. Hewlett-Packard was mentioned earlier as being 
a large Government contractor. They sell equipment through GSA, 
off the shelf, catalog items, but to this day refuse to accept a Gov- 
ernment contract that will call for the application of cost account- 
ing standards and other Government regulations, this is, negotiat- 
ed contracts. 

They refuse to accept it for the very reasons that Mr. Grenough 
just cited. They don't want to get into that redtape. There are quite 
a few others like that. 

Mr. ToLLEY. We have attempted to discretely identify costs in the 
past on a couple occasions when we have been asked this, however, 
this is a very nebulous thing to get a handle on. It is because the 
organization of a business entity to do business with the Govern- 
ment is different than it is in the commercial division. We can take 
two of our divisions, the same comparable size, and they are orient- 
ed different. 

We can look at the end product. Just take a semiconductor, for 
example. We know today that we are selling commercial semicon- 
ductor products, better in its performance, than the military semi- 



Digitized by 



Google 



212 

conductor, and several times cheaper. It is because of the specifica- 
tions surrounding them. Many military specifications are archaic, 
old and outdated. More testing is required. More inspection. But 
they may perform less. 

It is this collective system with the cults built into the Govern- 
ment procurement system, such as reliability. They have their 
specification and their whole organization that must be impacted 
on the product, for example, inspection, et cetera. 

The difference between commercial operation and a Government 
systems operation are marching to all the CJovemment require- 
ments is a horse of a different color, and it is hard to get a handle 
on it. 

Mr. McCandless. How do you break this chain? You Mr. Gren- 
ough, were with the Grace Commission. I have a lot of respect for 
the end product. How do you break this chain that has been with 
us since George Washington and George Patton who were men- 
tioned earlier, I guess maybe George Washington may have had 
some problem with it. 

How do you slow it down? How do you reduce all this? 

Mr. Grenough. My opinion, Mr. McCandless, is that it would 
take some pretty deep surgery which we as a country may not be 
in a position to do now. We as a country may not get too excited 
about something until the straits become more narrow, we come to 
be in a more dire situation. I don't know if we can do the deep sur^ 
gery that we need. 

A number of the Grace Commission recommendations were, I 
thought, pretty dramatic and frankly when we discussed many of 
those issues with DOD, they were concerned about the nature of 
some of them. They were rather drastic. 

A number of them would have required legislation. 

Just to get specific, my concern about the subcontractor base is, 
and I believe the way you minimize excessive profits, however it is 
defined, is to maximize the competition in the country. The Compe- 
tition in Contracting Act which was passed and effective this year 
is I think a great step forward. 

In addition to that, we have got to, as a country, find some way 
to get subcontractors more interested in doing business with the 
Government. The Government has to be perceived as a better cus- 
tomer. One of the ways and only one is to cut away massive 
amounts of the regulatory environment at the subcontractor level. 

Prime contractors know how to deal with this. I am not condon- 
ing it, but they know how to deal with it, they are structured to 
deal with it, they have people, policies, and procedures. 

The smaller subcontractor who has never worked for the Federal 
Government doesn't want to get into that hassle and that is where 
we are losing a high degree of competition that would help lower 
prices. \ 

Mr. McCandless. Yes. 

Mr. Mulligan. One way you can get at it is first of all, if you 
look at what we have now, as I say a good part of it came out of 
the legislative process, is to stop where we are now smd give it 
some time to see with what you have all been doing in the past few 
years is working rather than heaping on new legislative require- 
ments. 
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I think Eleanor Spector said earlier today, they cannot hardly 
keep up with it. I am sure she is down here spending a good part of 
her time as her predecessors have, they are so busy defending what 
they are doing down here they don't have the time to do the work 
that is required from legislation of a year before. 

The learning curve is very difficult to get people into this busi- 
ness and to understand what the laws are. I have been in it 40 
years, and I can tell you it changed dramatically over the years. 

So that makes it very difficult to get people up to speed. This 
Competition in Contracting Act is a tremendous change. The au- 
thorization act has a whole bunch of new things in it that we will 
have to start from scratch on again. 

I think we have to kind of call a halt and get a focal point on it 
and see what is going on, live with the laws that we have before we 
decide we need new ones. But this knee-jerk reaction to the press 
which says we have to do something and pass a bill is just creating 
more paperwork that will get us so far bogged down that you will 
soon have more horror cases because you cannot keep up with it. 

Mr. McCandless. Thank you very much. 

Thank you, Mr. Chairman. 

Chairman Hubbard. Thank you. Congressman McCandless. 

We will be finished before 4 o'clock. 

Mr. Mulligan, you referred to the Truth in Negotiations Act as 
one of the laws in existence in 1979 on which Congress relied in its 
determination to terminate the Renegotiation Board. 

The deputy inspector general of the Department of Defense, 
Derek Vander Schaaf, went on record on October 3 this year by 
saying, "the Truth in Negotiations Act is the best means the Gov- 
ernment has to prevent contractors from reaping unearned and ex- 
cessive profits on contracts." 

Mr. Vander Schaaf, the deputy inspector general of the Defense 
Department, stated further the act, "supported by good definitive 
pricing audits, would be much more effective in eliminating exces- 
sive profits than any of the renegotiation proposals." 

Do any of you want to comment on his comments? 

Mr. MuLUGAN. Well, I certainly would agree. As I mentioned 
earlier, it has more teeth now than ever. Because of the fact you 
could have had an inadvertent omission of current complete and 
accurate data, the burden is on the contractor to prove it was inad- 
vertent and it was not fraud. 

I would agree. DCAA comes in and looks at fixed price contract 
and they see the price and they see the cost and they know what 
the profit is. If the profit is to pick a figure, say, 35 percent, if you 
are a good auditor what are you going to assume? You will assume 
the contractor must have done something in his current, complete 
and accurate pricing that was deficient, otherwise how could he 
have made so much money. How could he have made so much 
profit? It must have been defective. 

So the contractor is on the defense and he has to go through and 
prove it was not obtained in that manner and yes, they have one 
heck of a big club today to use. Because in addition to adjusting the 
contract price and returning the profit, now they can get you on 
fraud. I think that is a tremendous weapon as I said. We have to 
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reeducate all our people that it is just not an error, you have to be 
darn sure this will operate this way. 

Fraud is a lot different than defective pricing. 

Mr. ToLLEY. Mr. Qiairman, believe the Truth in Negotiation has 
been a very, very effective tool since it was enacted in 1962 and 
subsequently implemented. 

It establishes up front a factual record of what information was 
supplied and if one deviates from that, in effect, supplies misinfor- 
mation or the lack of information, there is an ability for the Gov- 
ernment to revisit the point of negotiation when the contract deal 
was struck. 

That is the place it ought to be done. So I think it has been a 
very effective tool and many, many contract audits have been run 
and a number of contract adjustments have been made. Industry- 
wide facts and data I don't have, but I know in our company we 
continually have these audits being run, probably 20 or 30 in a di- 
vision at any one given time. 

I would like to sound a note of alarm and that is what Dick Mul- 
ligan earlier referred to as the possibility of many of these actions 
being called fraud. 

I think as a society we are moving in the wrong direction. The 
U.S. Government should not be writing laws which would have or- 
dinary business activity — conduct in the negotiation give and take 
process of a customer and supplier — called fraudulent activities. I 
think the trend right now is going far beyond what in the normal 
marketplace is accepted as part of the negotiation process, a com- 
mercial, nongovernment business entity would be very, very sur- 
prised with what the Government is now claiming to be as fraudu- 
lent activity. 

So I think this is going to drive competent business people out of 
the marketplace. They will not want to do business in that sort of 
an environment. It is one thing to say your contract price might be 
adjusted slightly, it is another thing to imply that you may go to 
jail if you have not told the whole truth and nothing but the truth, 
so help you. 

Chairman Hubbard. Mr. Grenough, any final remarks? 

Mr. Grenough. I am going to simply echo'agreement that defec- 
tive pricing in my experience has been very effective legislation. I 
had the opportunity to have worked in GAO during the time that 
legislation, during the time the audits were performed that ended 
up in that piece of legislation, and I think that legislation serves to 
put the Government on an equal footing with the contractor, be- 
cause the thrust of that legislation is that a contractor shall share 
all factual data with the Government prior to the time that the 
contract price is agreed to. 

The extent to which he fails to do that, he is guilty of defective 
pricing and a unilateral change, decrease in the price, can result. 

Chairman Hubbard. Each of the members of the subcommittee 
can say as each of you have from the witness stand that we are all 
opposed to excessive profits by defense contractors. It is the ap- 
proach we take to solve that problem which is up for discussion 
and the issue of concern. 

I want to especially thank my colleague and friend, Congressman 
Henry Gonzalez, the sponsor of the bill we have taken up today, 
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H.R. 3020, the War Profiteering Prohibition Act of 1985, a measure 
to revise and reenstate the Renegotiation Act of 1951. 

To you. Bill ToUey, Dick Mulligan, Don Grenough, we appreciate 
your testimony. 

As we conclude today's session on H.R. 3020, I would mention 
that our original plan of course was to have had hearings last 
Thursday and our second hearing today. However, due to the inevi- 
table postponement of last Thursday's hearing, we will reconvene 
at a time yet undetermined to take additional testimony from wit- 
nesses who would like to testify on this legislation. 

We hope you can attend, inasmuch as we expect our witnesses to 
provide additional, helpful, interesting input on this important 
issue. 

Should anyone h^ve questions as to v/hen our next hearing on 
H.R. 3020 will take place, please call our staff locally at 225-2828 
in the Rayburn Building. 

In mentioning the stsrff, I would like to thank Mary Martha Fort- 
ney, staff director; Greg Carter, counsel; Pam Satterwhite, clerk; 
Harold Garrison, legislative assistant; E!d Carroll, minority counsel; 
Eileen Gunzelman, staff member; Kelsay Meek and Lesley Lehr- 
kinder of Congressman Gonzalez' staff; and court reporters Ray A. 
Boyum and Marcia Stein. 

An)rthing else from my colleagues? 

If not, we are adjourned. Thanks to each of you. 

[Whereupon, at 4 p.m., the subcommittee was adjourned.] 
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a»-:M i>oj, jj»-:m. cOMMI 1 1 EE on BANKING. FINANCE AND URBAN AFFAIRS 

R.OM B-304 RAYBURN HOUSE OFFICE BUILDING 

WASHINGTON. DC 20515 
September 30, 1985 

Honorable Caspar W. Weinberger 
Secretary of Defense 
The Pentagon 
Washington, DC 20301 

Dear Mr. Secretary: 

The Subconnnittee on General Oversight and Investigations 
of the House Banking Coimnittee plans to hold hearings on 
H.R. 3020. the "War Profiteering Prohibition Act of 1985." a 
bill to rev:se and reinstate the Renegotiation Act of 1951. 
I would like to offer you an opportunity to testify on this 
subject during the first day of hearings to be held on Thursday. 
October 24. 1985. at 10:00 a.m. in Room 2128 of the Raybum 
House Office Building. 

As you know, our General Oversight and Investigations 
Subcommittee (formerly the General Oversight and Renegotiation 
Subeonroittee) has held oversight hearings on defense contracting 
and on legislation to reinstate the Renegotiation Board. The mem- 
bers of the Subconmittee and I look forward to receiving your 
testimony or that of your representative on October 24. 

It would be appreciated if you would limit your verbal 
testimony to 10 minutes; any additional printed statement which 
you may wish to submit will be Included in the hearing record in 
its entirety. Since we should receive printed.testimony %rithin 
48 hours of your scheduled appearance, we request 100 copies by 
Tuesday. October 22 at Room B-304 Raybum House Office Building. 

Please let me know at your earliest convenience whether you 
will be able to appear before the Subcommittee. You may respond 
to the Subconmittee Counsel. Greg Carter, or Staff Director. 
Mary Martha Fortney. 

With best wishes for you, I am 

jy Sincerely yours. p.*. 

CARROLL HUBBARD 

Chairman 

Subcommittee on General 

Oversight and Investigations 

CH/gmc/mmf 
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ROOM B-304 RAYBURN HOUSE OFFICE BUILDING 

WASHINGTON, DC 20515 
September 30, 1985 

Honorable John 0. Marsh, Jr. 
Secretary of the Army 
The Pentagon 
Washington, DC 20310 

Dear Mr. Secretary: 

The Subcomnittee on General Oversight and Investigations 
of the House Banking Conmittee plans to hold hearings on 
H.R. 3020. the "War Profiteering Prohibition Act of 1985." a 
bill to revise and reinstate the Renegotiation Act of 1951. 
I would like to offer you an opportunity to testify on this 
subject durine the first day of hearings to be held on Thursday. 
October 24, 1985, at 10:00 a.m. in Room 2128 of the Raybum 
House Office Building. 

As you know, our General Oversight and Investigations 
Subcommittee (formerly the General Oversight and Renegotiation 
Subcoinnittee) has held oversight hearings on defense contracting 
and on legislation to reinstate the Renegotiation Board. The men 
bers of the Subcommittee and I look forward to receiving yo\xr 
testimony or that of your representative on October 24. 

It would be appreciated if you would limit your verbal 
testimony to 10 minutes; any additional printed statement which 
you may wish to submit will be included in the hearing record in 
its entirety. Since we should receive printed testimony %rithin 
48 hours of your scheduled appearance, we request 100 copies by 
Tuesday, October 22 at Room B-304 Raybum House Office Building. 

Please let me know at your earliest convenience whether you 
will be able to appear before the Subcommittee. You may respond 
to the Subconmittee Counsel. Greg Carter, or Staff Director. 
Mary Martha Fortney. 

Wit h best wis hes for you, I am 

Sincerely yours. 
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CARROLL HUBBARD 
Chairman 

Subcommittee on General 
Oversight and Investigations 
CH/gmc/mmf 
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ROOM B-304 RAYBURN HOUSE OFFICE BUILDING 
WASHINGTON, DC 20515 
September 30, 1985 

Honorable Verne Orr 
Secretary of the Air Force 
The Pentagon 
Washington, DC 20330 

Dear Mr. Secretary: 

The Subcommittee on General Oversight and Investigations 
of the House Banking Committee plans to hold hearings on 
H.R. 3020, the "War Profiteering Prohibition Act of 1985," a 
bill to revise and reinstate the Renegotiation Act of 1951. 
I would like to offer you an opportunity to testify on this 
subject durine the first day of hearings to be h^ld on Thursday, 
October 24, 1985, at 10:00 a.m. in Room 2128 of the Raybum 
House Office Building. 

As you know, our General Oversight and Investigations 
Subcomnittee (formerly the General Oversight and Renegotiation 
Subcommittee) has held oversight hearings on defense contracting 
and on legislation to reinstate the Renegotiation Board. The men 
bars of the Subcommittee and I look forward to receiving your 
testimony or that of your representative on October 24. 

It would be appreciated if you would limit your verbal 
testimony to 10 minutes; any additional printed statement which 
you may wish to submit will be Included in the hearing retord in 
its entirety. Since we should receive printed testimony within 
48 hours of your scheduled appearance, we request 100 copies by 
Tuesday, October 22 at Room B-304 Raybum House Office Building. 

Please let me know at your earliest convenience whether you 
will be able to appear before the Subconnlttee. You may respond 
to the Subcommittee Counsel, Greg Carter, or Staff Director, 
Mary Martha Fortney. 

With best wishes for you, I am 

>^Sincerely yours, fj 

CARROLL HUBBARD 

Chairman 

Subconmittee on General 

Oversight and Investigations 

CH/gmc/nmf 
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COMMITTEE ON BANKING. FINANCE AND URBAN AFFAIRS 
ROOM B-304 RAYBURN HOUSE OFFlCC BUILDING 

WASHINGTON, DC 20515 
September 30, 1985 

Honorable John Lehman 
Secretary of the Navy 
The Pentagon 
Washington, DC 20350 

Dear Mr. Secretary: 

The Subconimittee on General Oversight and Investigations 
of the House Banking Committee plans to hold hearings on 
H.R. 3020, the "War Profiteering Prohibition Act of 1985." a 
bill to revise and reinstate the Renegotiation Act of 1951. 
I would like to offer you an opportunity to testify on this 
subject during the first day of hearings to be held on Thursday, 
October 24, 19&5. at 10:00 a.m. in Room 2128 of the Raybum 
House Office Building. 

As you know, our General Oversight and Investigations 
Subcommittee (formerly the General Oversight and Renegotiation 
Subcommittee) has held oversight hearings on defense contracting 
and on legislation to reinstate the Renegotiation Board. The mem- 
bers of the Subcommittee and I look forward to receiving your 
testimony or that of your representative on October 24. 

It would be appreciated if you would limit your verbal 
testimony to 10 minutes; any additional printed statement which 
you may wish to submit will be included in the hearing record in 
its entirety. Since we should receive printed testimony %rithin 
48 hours of your scheduled appearance, we request 100 copies by 
Tuesday, October 22 at Room B-304 Raybum House Office Building. 

Please let me know at your earliest convenience whether you 
will be able to appear before the Subcommittee. You may respond 
to the Subcommittee Counsel, Greg Carter, or Staff Director, 
Mary Martha Fortney. 



With best wishes for you, I am 



^ 



^_incerely yours, y ^^ 



/^t<^t-^^ -'^yi^'^in^^^^^ 



CARROLL HUBBARD 
Chairman 

Subcommittee on General 
Oversight and Investigations 
CH/gmc/mmf 
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ROOM B-304 RAYBURN HOUSE OFFICE BUILDING 

WASHINGTON. DC 20515 
September 30, 1985 



Mr. Fred Newton 

Acting Director 

Defense Contract Audit Agency 

Cameron Station, Building 4 

Alexandria, VA 22314 

Dear Mr. Newton: 

The Subcommittee on General Oversight and Investigations 
of the House Banking Committee plans to hold hearings on 
H.R. 3020, the "War Profiteering Prohibition Act of 1985," a 
bill to revise and reinstate the Renegotiation Act of 1951. 
I would like to offer you an opportunity to testify on this 
subject during the first day of hearings to be held on Thursday, 
October 24. 1985. at 10:00 a.m. in Room 2128 of the Rayburn 
House Office Building. 

As you know, our General Oversight and Investigations 
Subcommittee (formerly the General Oversight and Renegotiation 
Subcommittee) has held oversight hearings on defense contracting 
and on legislation to reinstate the Renegotiation Board. The mem- 
bers of the Subcommittee and I look forward to receiving your 
testimony or that of your representative on October 24. 

It would be appreciated if you would limit your verbal 
testimony to 10 minutes; any additional printed statement which 
you may wish to submit will be included In the hearing x^ecord In 
its entirety. Since we should receive printed testimony within 
48 hours of your scheduled appearance, we request 100 copies by 
Tuesday, October 22 at Room B-304 Rayburn House Office Building. 

Please let me know at your earliest convenience whether you 
will be able to appear before the Subcommittee. You may respond 
to the Subcommittee Counsel, Greg Carter, or Staff Director, 
Mary Martha Fortney. 

With best wishes for you, I am 

■»•» w mom' i'\mmk 



>// Sincerely yours, / ^ 



CARROLL HUBBARD 

Chairman 

Subcommittee on General 

Oversight and Investigations 

CH/gmc/mmf 
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c vrV r'^s^i'ruiRTc'-^o SUBCO'/MI I TtE ON GENERAL OVERSIGHT 
AND INVESTIGATIONS 

....*, ,?DJ) 77*-j»2» COMMITTEE ON BANKING. FINANCE AND URBAN AFFAIRS 
ROOM B-304 RAYBURN HOUSE OFFICE BUILDING 

WASHINGTON, DC 20515 
September 30, 1985 

Honorable Charles A. Bowsher 
Comptroller General of the United States 
General Accounting Office 
441 G Street. NW 
Washington, DC 20548 

Dear Mr. Bowsher: 

The Subcommittee on General Oversight and Investigations 
of the House Banking Committee plans to hold hearings on 
H.R. 3020. the "War Profiteering Prohibition Act of 1985." a 
bill to revise and reinstate the Renegotiation Act of 1951. 
I would like to offer you an opportunity to testify on this 
subject during the first day of hearings to be held on Thursday, 
October 24, 1985, at 10:00 a.m. in Room 2128 of the Rayburn 
House Office Building.. 

As you know, our General Oversight and Investigations 
Subcommittee (formerly the General Oversight and Renegotiation 
Subcommittee) has held oversight hearings on defense contracting 
and on legislation to reinstate the Renegotiation Board. The mem- 
bers of the Subcommittee and I look forward to receiving your 
testimony or that of your representative on October 24. 

It would be appreciated if you would limit your verbal 
testimony to 10 minutes; any additional printed statement which 
you may wish to submit will be included in the hearing re'cord in 
its entirety. Since we should receive printed testimony within 
48 hours of your scheduled appearance, we request 100 copies by 
Tuesday, October 22 at Room B-304 Rayburn House Office Building. 

Please let me know at your earliest convenience whether you 
will be able to appear before the Subcommittee. You may respond 
to the Subcommittee Counsel. Greg Carter, or Staff Director, 
Mfiry Martha Fortney. 



With best wishes for you. I am 



j^ Sincerely yoursyr ps 



CARROLL HUBBARD 

Chairman 

Subcommittee on General 

Oversight and Investigations 

CH/gmc/mmf 
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WASHINGTON. DC 20515 
October 15, 1985 



copy 



Mr. William R. Tolley, Director 

Legislative Affairs 

Karris Corporation 

1025 Vest Nasa Boulevard 

Melbourne, FL 32919 

Dear Bill: 

The Subcomniittee on General Oversight and Investigations 
of the House Banking Connnittee plans to hold hearings on 
H.R. 3020, the "War Profiteering Prohibition Act of 1985," a 
bill to revise and reinstate the Renegotiation Act of 1951. I 
would like to offer you an opportunity to testify on this subject 
during the second day of hearings to be held on Wednesday, 
October 30, 1985, at 10:00 a.m. in Room 2128 of the Raybum House 
Office Building. 

As you know, our General Oversight and Investigations Sub- 
committee (formerly the General Oversight and Renegotiation 
Subcommittee) has held oversight hearings on defense contracting 
and on legislation to reinstate the Renegotiation Board. The mem- 
bers of the Subconmittee and I look forward to receiving your 
testimony on October 30. 

It would be appreciated if you would limit your verbal 
testimony to 10 minutes; any additional printed statement which 
you may wish to submit will be included In the hearing record In 
its entirety. Since we should receive printed testimony %rlthln 
48 hours of your scheduled appearance, we request 100 copies by 
Monday, October 28 in Room B-304 Raybum House Office Building. 

Please let me know at your earliest convenience whether you 
will be able to appear before our Subcommittee. You may respond 
to the Subcommittee Counsel, Greg Carter, or Staff Director, 
Mary Martha Fortney. 

With best wishes for you, I am 

~ ' "" ^incerely yours.y / jj ^ f\ 

•^ Carroll Hubbard 

CH/gmc/mmf & UJL, — ' *^°^«^ «^ Congress 

P.S. I am delighted that you have accepted the Invitation, Bill. 
Look forward to seeing you on October 30. /^^S^*^ 
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^^fSSfu^^aS^mco SUBCOMMITTEE ON GENERAL OVERSIGHT 
AND INVESTIGATIONS 

D »M-2«M COMMITTEE ON BANKING. FINANCE AND URBAN AFFAIRS 
ROOM B-304 lUVBURN HOUSE OFFICE BUILOINQ 

WASHINGTON. DC 20515 
September 30, 1985 

Mr. Richard G. Mulligan, Chairman 

Comnlttee on Government Business 

Vice President, Finance and Control of TRW 

Financial Executives Institute 

1050 17th Street, NW, Suite 520 

Washington, DC 20036 

Dear Mr. Mulligan: 

The Subcomoilttee on General Oversight and Investigations 
of the House Banking Committee plans to bold hearings on 
H.R. 3020, the '"War Profiteering Prohibition Act of 1985, " a 
bill to revise and reinstate the Renegotiation Act of 1951. I 
would like to offer you an opportunity to testify on this subject 
during the second day of hearings to be held on Wednesday, 
October 30, 1985, at 10:00 a.m. In Room 2128 of the Raybum House 
Office Building. 

As you know, our General Oversight and Investigations Svib- 
comoiittee (formerly the General Oversight and Renegotiation 
Subcommittee) has held oversight hearings on defense contracting 
and on leeislatlon to reinstate the Renegotiation Board. The Bsa- 
bers of the Subcommittee and I look forward to receiving your 
testimony on October 30. 

It would be appreciated if you would limit your verbal 
testimony to 10 minutes; any additional printed statemen^. which 
you may wish to submit will be included in the hearing record in _ 
its entirety. Since Ire should receive' printed testimony witUDu ~ 
48 hours of your scheduled appearance, we request 100 copies by 
Monday, October 28 at Room B-304 Raybum House Office Building. 

Please let me know at your earliest convenience whether yoo 
will be able to appear before the Subcommittee. Tou may respond 
to the Subcommittee Counsel, Greg Carter, or Staff Director, 
Mary Martha Fortney. 

With best %d.shes for you, I am 



^Sincerely yours, y^ ^ A\ 



CARROLL HUBBARD 
Chairman 

Subconmittee on General 
Oversight and Investigations 
CH/gmc/imnf 
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WASHINGTON, DC 20515 
September 30, 1985 

Mr. Donald S. Gr enough 

Partner 

Touche Ross & Company 

1900 M Street, NW. Suite 300 

Washington. DC 20036 ^ 

Dear Mr. Grenough: 

The Subcomnittee on General Oversight and Investigations 
of the House Banking Conmittee plans to hold hearings on 
H.R. 3020, the "War Profiteering Prohibition Act of 1985." a 
bill to revise and reinstate the Renegotiation Act of 1951. I 
would like to offer you an opportunitv to testify on this subject 
during the second day of hearings to be held on Wednesday. 
October 30, 1985. at 10:00 a.m. in Room 2128 of the Raybum House 
Office Building. 

As you know, our General Oversight and Investigations Sub- 
committee (formerly the General Oversight and Renegotiation 
Subconoilttee) has held oversight hearings on defense contracting 
and on legislation to reinstate the Renegotiation Board. The mem- 
bers of the Subcomnittee and I look forward to receiving your ■■ 
testimony on October 30. 

It would be appreciated If you would limit your verbal 
testimony to 10 minutes; any additional printed statement which 
you may wish to submit will be Included In the hearing retord In 
its entirety. Since we should receive printed testimony within 
48 hours of your scheduled appearance, we request 100 copies by 
Monday, October 28 at Room B-304 Raybum House Office Building. 

Please let me know at your earliest convenience whether you 
will be able to appear before the Subcomilttee. Tou may respond 
to the Subcoonittee Counsel, Greg Carter, or Staff Director, 
Mary Martha Fortney. 

With b est wi shes for you. I am 

f Sincerely yours. 



^Sincerely yours, y . ^^ 



CARROLL HUBBARD 
Chairman 

Subconoiittee on General 
Oversight and Investigations 
CH/gmc/nmf 
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The Bonorabl* Killiaa Prosalr* 
Chairaant Coaaitte* on Banking » 

Bousing and Or ban Affairs 
United States Senate 

Dear Mr. Cbairaant 

2n accordance with your letters dated June 9» 1977 • and 
July 21 # 1977, we have reviewed the costs of coapliance with 
the Renegotiation Act of 19S1, as aaended (50 D.S.C. App. 1211 
et* seg.Jf cl^iaed to have been incurred by selected contrac- 
tors, as well as fttuoie^ by the Renegotiation Board and two 
industry Associations*' As requested* our %^rk was conii-jcted 
at the following activities: Bewlett-Paekard Coapany; PMC 
CDrpor£tion; Teledyne, Incorporated; Eaton Corporation; Cutler* 
Baaaer, Incorporated; Pairchild Industries; JoDn Fluke Hanufac* 
turing Ccspany; Barnes Bngineerinov Coxpany; Financial Executives 
Institute; anc the Renegotiation Board* In addition, ve visited 
<he Aerospace Industries Association of America to review their 
survey of compliance costs, and the firas of Astroaysteas; Bope- 
aan Brothers, Incorporatect and Kartin Marietta Corporation, m 
connection with our evaluation of the Board's study* 

Our specific objective was to ascertain if, as claiaed by 
contractors, there were substantial costs incurred for coa- 
plying wi;:h the recuirenents of the Renegotiation Act* We also 
evaluated studies prepared by the Renegotiation Board and indus- 
try associations atteaptihg to deteraine the extent of such 
costs. 

In general, we have concluded that soae costs are neces- 
sarily incurred by contractors to coaply with Renegotiation 
Act requireaents* We are unable, however, to deteraine the 
aagnitude of such costs or to what extent they are increaent&l 
to other financial data costs. The priaary problea in deter- 
aining and verifying such costs was that the contractors' 
accounting systeas are not designed to identify and segregate 
such data* 

It is iaportant to note that because of unusual aspects of 
the firas covered in this review, any conclusions drawn froa 
the ^ata are unlikely to be representative of the approximately 
3,CjC firms that file with the Board* To illustrate: One con 
tractor, Bewlett-Packardf claims and obtains exemptions foir 
about 75 percent of its otherwise renegotiable sales* Under 
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the Aet» eontraetert can elala exenptions for standard eoBaer- 
cial articlct, standard cbnaercial classes » and new durable 
productive equipaent for otherwise rene^otiable sales to the 
Government. This contraetorr accounts for 8 peicent of all 
ciei&ptioni granted to all firms. The large aaount claiaed 
is costly to docuaent. Also Beveh of the eight contractors 
in our saBpl« vere assigned by the Board for field review •> 
This pioceii is also Dore coitly than a sir.ple filing since 
a fitld review requires the subnissiDD of substantial » addi* 
tional data. The hit;h representation of contractors reviewed 
in the field is unusual since only abOQt 20 percent of coa* 
panies filing fall into this category. 

Our najor observations are susoBarlsed below. Detailed re* 
ports of the results of our %rork at each of the locations we 
visited or contacted are included in enclosures 1 and 2* 

TEE W^TDRE OF J^rJUSTRT ErrORT'TO 

Coaplying with the requireaents of the Kene^otiation Act 
requires continuing effort on the part of Governaent con- 
tract'^'-t. All the coapanies reviewed perfora soae or all 
of the various tasks during the year relating to: identifying 
r<*neootiable sales; preparing and filing applicable reports; 
responding to Board requests for additional data if assigned 
for field review; and, in soae cases, protesting a Board 
deteraination of excessive profits. 

For the aost part, these efforts involve a nuaber of con- 
tractor eaployees at aeny corporate levels who spend a saall 
aaount of tiae on renegotiation aatters. If .the Renegotiation 
Act was repealed, in aost cases only a few positions would be 
eliainated. In this situation, coapanies presuaably would 
find alternative work for eaployees relieved of renegotiation 
tasks. 

AN rVALUATIDS OF TEE COSTS Of 

Contractor costs oi compliance were aainly estiaates that. 
In aost cases, were backed up wbere feasible with various types 
of supporting data. T^e range of these cost estiaates was 
$16,600 to $1.7 ailllcn annually. (See page 1 of enclosure 1.) 
Generally, we were only able to verify the accuracy of a part 
of the cost figures subaitted. The corporate accounting systeas 
we reviewed did not provide for the identification of costs of 
renegotiation functions £fitiis£tes were based largely on eaployee 
recollection; and, in soae instances, little or no records were 
maintained. 

Regardless of how Mieticulous each contractor was in pre- 
paring its estiaate of costs incurred in coaplying with 
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renegotiation* none of the costs was recorded on a daily basis 
by the person or persons involved in the activity. Generally^ 
it was necessary for the esployees or their supervisors to 
'estinate the anoiints of tiae sany sionths afttr ^h« time vas 
expended. In such instances, while we could verify s&lirics 
and associated costs, we were often unable to find any verifi- 
able, objective evider.ce to support the tiae spent, Generally, 
a relativtlysiinar part of the costs daisied to have been in- 
curred by contrectbrs represented the costs incurred to obtain 
professional assistance of ciPtrti And consultants outside the 
contracting organisation. The»e were verified by us to actual 
billings and confirmation with suppliers where feasible. 

Much of the cost of eoDpliance estisate of the AZL Division 
of Cutler Bamer, Inc., and the Eaton Corporation appeared fair* 
ly rea&ona&^e except that we could not verify various tiaie 
estinate^'of er^pl&yees engaged in renegotiation activities. He 
also had this probleic in reviewing the Bewlett-Packard Co«pany*s 
cost estiaate as discussed on p. 6. 

The FMC Corporation did not saintain records or provide 
sufficient details on the eoiapos ticn of its estiaate of the 
cost associated with renegoriation scatters to enable us to 
eyaluate its estiaate. Two other coapanies could not orovide 
us with their costs of compliance. An officer of Teled>-ne, 
Inc., advised that his estio^te used in recent Stnate Banking, 
Bousing and Orban Affairs Coras:! ttee bearings was based on 
personal experience, intuition and discussions s.ith members 
of the Financial Sxecutives Institute. Bstiaates of the cost 
of coapliance were not available at Fairchild Industries and 
could not be prepared within the tiae fraae of our review. 

In two instances, cost estiaetes were overstated, ^e eoa* 
panies lTivolv«d were Barnes Engineering Ccc.p^ny ar^d John Fluke 
Manufacturing Cocpeny. Barnes* overstateaent was for costs 
incurred for re$ud:a:.tting and redoing inforaation previously sob* 
aicted to the Board. After our review of the fillTig instructions 
and consultation with the Board, we deterained that Barnes did aot 
have to subait this inforaation. 

In the ease of Fluke Manufacturing Coapany, in the process of 
verifying the cost estiaate, we found that certain key elements 
were unreal istically high. 

, Industry associations such as the Financial Executives 
Institute aiid the Aerospace Industries Association of Aaerica, 
Inc., declined, as a aatter of policy, to identify participating 
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coppftnies involved in their cost of corplience survevs or to 
provide ar.y details related to individual participants. There* 
fore» ve were unable to evaluate their estiaate of the cost of 
eonplying with the Renegotiation Act. 

Are c^**^ of cbgp^ltnct proportional 

Based on.thf _t>tLmi.t«s. Of eooplianee costs prepa«:ed by 
contractors, it would eppe&r costs are not proportional to rene- 
gotiable sales Costs can increase or decrease depending ont 

1* The sise of individual contractors or subcontractors. 

2. The nuaber of segnents, e.g., cost centers, profit' 
centers, plants or divisions receiving renegotiable 
business. 

J. The' anocnt of exenptions from renegotiation that 
is claimed and needs to be documented. 

4. Whether a contractor's filing is (a) cleared 
without field review, (b) reviewed in the field 
but later determined not to have made excessive 
profits, or (c) reviewed in the field and deter- 
mined to have made excessive profits. Field 
review generally requires £6ditionel schedules 
and further breakdowns of the data in the con- 
tractor's filing. A finding of excessive profit 

.frequently entails additional paperwork plus the 
engagement of outside legal and accounting 
assistance. 

5. The extent to which the contractor makes use of 
automated data processing in its recordkeeping 
activities. 

AK rV^.LUAriOK OF VHAT THS RENEgOTlATION 
kOAjOJ 5^13 IT IS COSTll-j INDUSTRY" TO" COMPLY 

An analysis of the cost of filing was prepared by the 
Renegotiation Board in March 1977 for the Office of Management 
and Budget. This study -.tlnated t^t the average contractor 
cost to file was about 5 3 300 w« were infor-Leo by the Board 
that its estimated cost represents the cost per individual 
filing. When a compeny with a divisional corporate structure • 
files a report, the Board counts this as a single filing. But 
when a company that has subsidiaries files an RB-1 reoort, each 
subsidiary. must also file a report. These filings are counted 
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as stpftratt filings by tbt Boara. The .indicated cost estiaates 
by tb« Board for the three firas in its analysis are just for 
the parent co&panies and do not include the film? cost for 
any subsidiaries. For extsiple ve were told that th# Board s 
estinate of $325 for aop^^en Brothers does not rtDresertt the 
filing costs of its four subsidiaries. When thost £u:>sidiari#s 
are considered, the total filing costs for Bopeaan Brothers 
in the Board's an el yi if should be $84S. Ke have evaluated 
the anUysis and pt estate the : f %iU vlos.,QbaervatiQos», ._. .. _ . 

The Renegotiation Board developed the eitlot^e of ceatrae* 
tor costs of coapliance by selecting thrtt contractors that 
it believed were representative of the saall, aediua, and large 
contractors perfocz^^ng renegotiable business. Kone of the con- 
tractcrs v£t ^t^t ewere of the fact that it was included in the 
study and none was as^td.&y th^.3Qird what it estiaated its 
individual .costs of conpiiAt^ce to b« 7he estiaate of contrac* 
tor costs was aade solely on the knowledge casually picked op 
by Renegotiation Board personnel during their p;ror contacts 
with respect to the contractor's filing. Soae consideration 
was given to whether a contractor was assigned for field review 
or cleared without assignaent and the probable voluae of eon- 
tractors falling into each size category. ' 

. 19e do not believe, and the Renegotiation Board agrees, that 
a saaple of three contractors out of approxicately 3,000 annual 
filings is a representative saaple of the population*. 

There are indications that. the aaount of costs ascribed 
to the saall and aediua cent*. actors is understated because it 
does not contain provision for all the types of costs i-hat 
contractors daia to incur to comply with the Renegotlttion 
Act. For the aost part, the Board's analysis tppeared to lialt 
the costs to those incurred for pertoriT^el directly involved 
in preparing the basic filing doc^:aent RS-l (Standerd Pora 
of Contractor's Report). We believe it is re^son^ble to assuae 
that soae cost is incurred, for exaaple: in identifyiri? sales 
as renegotiable or nonrenegotiable; contacting custc.ners if 
purchase docuaents are unclear with respect to reneootistioni 
recording ruch sales and related costs; and building up sched- 
ules and data to support exeaptions if taken. We saw no indi- 
ca.tion that such costs were provided for in the Board's 
•stiaates. 

We also noted that the Board assoaed that 80 percent of 
each category of contractors %rottld be cleared without assign- 
ment and 20 percent would be assigned to its field offices for 
more detailed exaaination. While the 80/20 distribution aty 
be accurate with respect .to all filings, it is not ntctisarll]f 
accurate for each category. We brought this to the Board's 
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fttttntion during our review and Bo&rd personnel provided the 
ftctu&I distribution in each category for Tt 1976. They also 
Infor&eo us that the more accurate distribution was not avail- 
able to then at the tiae they prepared their study. Utilizing 
the saae Renegotiation Bo£rd estisates of contractor costs, 
this change in distribution caused the weighted average 
estimate of contractor cost to decrease to $1,880. 

Zn addition, the Board inforoed us that its estiaates 
of cost of coapliance are a cost per filing rather than the 
total cost per contractor when nore than one filing is 
required because the contractor has subsidiaries with renego- 
tiable sales. 

Ke Bade availablcT to a Renegotiation Board aeuiber a 
copy of the sections of this report dealing with the Board's 
analysis. Bis coanents were considered in the report. 

Daring recent Senate Banking, Bousing and Orban Affairs 
Conaittee hearings on the Renegotion Kefora Act of 1977, the 
Bewlett-Packard Company chairaan, in testiaony, presented 
various esticates on what it costs his coapany yearly to 
coaply with the Reneootiation Act. In subsequent te&tinony, 
the Chairaan of the Ker.eootiation Bor.i'd questioned these 
figures and charged that the coapliance cost claiaed by the 
ccapany was erroneous. 

As requested, we reviewed the cost of coapliance estiaates 
at the Bevlett-Packard Cospany. We conclude that 

—the coapany 's approach to developing the estimate 
appeared reasonable; 

—there was a substantial aaount of supporting detail 
for the estiaate; and 

••while we were unable to validate the costs claiaed 
because of tine and docunentation liaitations, we 
found the company does expend considerable effort 
and costs in filing with the Board. 

During the hearings, the Chairman of the Renegotiation 
Board also argued that the inforaation supolied to the 
Board by Eewlett-Packard Coapany is the saae as inforaation 
eccuaulated for coapliane? with the Truth-in-Keootiation 
Act (Public Law 87-653), and that there is no aaditional 
cost of complying with the Renegotiation Act. We found, 
however, that the provisions and requireaents of the Renego- 
tiation Act are significantly different from those of other 
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laws, such as the Truth- in-Ncgotistions Act, and that separata 
procedures are needed in order to satisfy the requirements 
of the Renegotiation Act. 

We gave each of the contractors ve reviewed a suauDary of 
our findings. Informal or written comments were received 
and considered in developing this report. Copies of all 
written comments are included in enclosure 1. Zn most cases, 
the contractors agreed with the tacts presented. Hewlett- 
Packard, however, was disappointed that we could not state 
an opinion as to the reasonableness of its costs. 

We trust the above information and enclosures are res- 
ponsive to your needs.' If we can be of further assistance, 
please let us know. 



•^'' '""n yjb 



'Um-o* 



Comptroller General 
of the Onited States 



Enclosures 
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BARNEli EXGIKEERIWG COXPAKY 
BACKGPOPND >». 

Barnes Engineering Coapeny designs, develops, and prod'^cec 
infrared and electro-optical systems, instruatentji and conponents 
for use in space exploration, defense, research, industry and 
the natural sciences. Products include detectors, optical 
alignment instruments, remote sensing instruments, analytical 
accessories, and medical, military and space instrumentation. 
The company is headquartered in Stamford, Connecticut, with 
plants in Stamford and Kaltham, Massachusetts. 

The company had sales revenues of approximately $10 to $13 
million per year during the last 5 fiscal years. Fiscal year 
1976 sales were $10.6 million. It has not applied for or taken 
any exemptions during this time. Its past reports to the 
Renegotiation Beard have never been assigned to a regional board 
for field review. According to company officials, approximately 
30 percent of yearly sales are entirely commercial and not 
subject to renegotiation. The remaining 70 percent represents' 

both prime and subcontract government seles. Of the S7,201,891 renego* 
tiable sales reported in FY 1976, $5,181,653 represented 

subcontracts. 
COST OF CGMPLIAKCE 

Barnes estimates it cost approximately $16,600 to comply with 
the filing requirements of the Board for FY 1976. Company 
officials maintain this figure is representative of a yearly 
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cost. The eoit estintte it based on the judgment of the 
financial vice president. Estimates of the time spent on 
compliance were developed by the indiviifluals involved and 
coated out on a direct compensation basis with no overhead 
considerations. Because they are estimates r ve were unable 
to trace these costs to company financial records.' -Following 
is a breakout of Barnes' estimated annual cost of compliance. 



Cost elements 


Annual cost 


Legal 


9 2,000 


Marketing 


1,000 


Accounting 


750 


Financial 


1,550 


£DP 


4,500 * 


Report Preparation 


3,000 


Miscellaneous 


3,800 


Total 


$16»600 



Legal Cost ^-Cost estimated for review of reports, regulations. and 
contracts by the company's attorney with some outside consultation 
The estimate is 4 percent of the company's annual legal costs 
based on the estimated percent of tine spent on renegotiation, 
matters by the company's in-house attorney. Barnes contends it 
would not incur these costs, with the exception of the legal 
review of all government contracts, if there were no compliance 
requirements. 

Marketing Cost —Cost estimated for transferring information on 
orders that appear to be commercial, but later are determined to 
be subject to renegotiation. This estimate represents 3 hours per 
week for retyping and reprocessing. This cost would not be 
incurred if there were no reporting requirements. 
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Accounting Cost — Cost estimated for public accounting review 

of infornation contained in reports to the Board. Cost is 

based on 1-1/2 days of time charges. This cost* acc'^ruing to 

the company, would not be incurred if there were no reporting 

requirements. 

/Inancial Cost — Cost, estimated for maintenance of regulation 

data and review of data and reports by the financial vice 

president. The b^sis of this estimate is 2 weeks per year 

of his time. Much of. this cost %rould still be incurred because 

the review of regulations and reports pertain to other agencies 

in addition to the Board. 

EDP Cost —Cost estimated for processing and reprocessing 

informati6n for compliance. The estimate is 3 percent of 

total £DP costs, based on 1-1/2 weeks pex year per person, 

or 3 percent of the person's total annual time. Barnes 

maintain;* most of these costs would not be incurred if there 

were no co*npliance requirements. 

Report Preparation — Cost estimated for development of data, 

regulation review, and report preparation by the comptroller. 

The estimate is based on 1-1/2 months of the comptroller's time. 

Much of this cost would be incurred if there were no compliance 

requirements because the time spent was also in conjunction 

with in-house and other Federal reports. 

Miscellaneous Cost — Cost estimated for resubmitting and 

redoing information previously submitted to the Board. The 
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Btjority of this •sticftt* for FY 1976 is for submitting 
inforottion to support a Statement of Non- Applicability. After 
a review of the filing instructions and consultation with the 
Board t we determined that Barnes did not have to submit this 
statement or its support. Ke brought this matter to Barnes* 
attention and were told this will materially reduce the estimate 
for this category of costs. 
Suaaary 

The cost of compliance developed by Barnes is an estimate. 
The figure of $16,600 is overstated by a substantial part of 
the $3,800 estimate for miscellaneous expenses. Only a portion 
of the remainder of Barnes* estimated costs would be incurred 
if there were no filing, requirements. However, we were unable 
to determine what portion of those estimates could be considered 
incremental. 
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CDTLER-HAMM£R, INC. 



BACXGRODND 



Cutler-Baaiier , Inc. (C-B) is a diversified international 
electronics conpany headquartered in Milwaukee, Wisconsin. 
It designs and producer electrical/electronic equipaent and . 
aerospace systens and subsysteos for industry, connerce, and 
Government. It has 30 production and/or research facilitias 
in the United States and 17 plants in 13 other countries. 

Pron 1972 through 1975, C-B reported to the Renegotiation 
Board sales that averaged about $290.5 million annually—of 
which about $93.4 million or 32.1 percent was reported as 
renegotiable sales. Its AIL Division in New York was responsi- 
ble for about $84.1, million or 90 percent, of the renegotiable 
sales. We visited the AIL Division and prepared a separate 
summary of its estimated cost of compliance with the Renego- 
tiation Act. (See p. 13). C-H companywide and AIL Division salas 
for fiscal years 1972 through 1975 are shown oelow: 





sales 




KIL -Divisio 


n sales 


C-H companvwide 


Renego- 
Total tiable 
(Millionsi 

$ 89.4 $79.5 

97.2 87.1 

103.1 88.9 

104.6 80.9 


Percent 
renego- 
tiable 

88.9 
89.6 
86.2 
77.3 


Percent e. 


Year 

•nded Renego- 
Dec. 31 Total tiable* 
(Millions) 

1972 $249.1 $86.4 

1973 282.1 94.1 

1974 312.2 97.5 

1975 318.7 95.5 


Percent 
renego- 
tiable 

34.7 
33.4 

31.2 
30.0 


company- 
wide 
renego- 
tiable 

92.0 
92.6 
91.2 
84.7 



Avg. 



$290.5 . $93.4 32.1 



$ 98.6 



$84.1 



85.3 



90.0 
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The Renegotiation Act permits certain exenptions from 
renegotiation. C-B, however, does not claim any exemptions. 
C-B*s Controller told us that since C-B has never been in danger 
of having to make any refund, it is not worth the time at.d cost 
to substantiate any exemptions. 
SCOPE 

We traced elements of the Cutler-Bammer, Inc.* cost esti- 
mates to source documents (invoices, expense vouchers, etc.) 
whenever available. For estimates based on employee recollec- 
tions of time spent on various activities, we interviewed know- 
ledgeable personnel and, to the extent practical, identifie*! the 
work produced. He also discussed the cost estimates and proposed 
renegotiation legislation with C-B officials. 

Cost estimates prepared by C-B*s AIL Division, New York, 
which generates about 90 percent of C-B's renegotiable business 
were separately reviewed. 

FROCESSTKG RKD ' P.EPORTIKG 

KEj^GariArioN data 

The number of Standard Form of Contractor's Report for 
Renegotiation (RB -Form 1) C-B files differs from year to year 
depending on the organizational composition of C-B, its divi- 
sions and subsidiaries. In 1975, for example, C-B prepared nine 
reports — an overall consolidated report for C-B, Inc., and its 
subsidiaries; three reports covering C-B, Inc., and each of its 
two divisions; and five reports covering each of five subsidiary 
companies. 
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Xeeording to inforaation provided by C-B, processing data 
for renegotiation reports is time consuming and requires pro-' 
fessional skills. The information for the report and schedules 
is drawn from 17 separate accounting systems. The accounting 
and financial management systems are designed to produce data 
in a form useful for managing C-B*s businessrnot to report- 
renegotiation data. Furthermore, none of the systems r includ- 
ing those maintained by the various divisions and subsidiarieSr 
include all of the information necessary for preparing renego- 
tiation reports. As a result, renegotiation data must be 
abstracted from the system, analyzed, and reclassified by 
professional accountants. 

Developing data for renegotiation starts with coding of 
sales orders and sales entries relating to renegotiation. Zf 
the nature of the sale is not obvious, sales personnel ask 
the customer if the sale is renegotiable. Some of the coded 
sales data is stored in the C-B automatic data system and 
an itemized list of the sales is run to prepare the renegotia- 
tion report. Other renegotiation sales data is obtained from 
each division. 

A C-B corporate tax service accountant analyzes sales and 
cost data and prepares the renegotiation report. The accountant 
uses Federal income tax worksheets to determine total sales and 
costs. Be determines a portion of renegotiable sales from the 
listing prepared by the C-B automatic data processing unit and 
data provided by the various divisions. Renegotiable costs and 



Digitized by 



Google 



248 



otb«r incOBc ar* detemined by analysis of the ineoat tax 
workshaat or by proration in tba proportion of rono^otiabla 
sales to non-ronegotiabla sales or sona similar nethod.- 

Tba Controller told us tbat renegotiation conprises a 
small portion of the duties of personnel involved in the 
renegotiation process* Thus, be said it is unlikely tbat C-B 
would dismiss the individuals Iffenegotiarion were eliminated. 
Nevertheless, be said that the elimination would result in real 
savings to C-B. Be stated further that somewhere down the line a 
reduction in work requirements must result in reduced personnel 
or, the personnel would be shifted to other duties more benefi- . 
cial to the company. Subsequently, in commenting on our report, 
the Controller of C-B stated that the staff at both AZL and head- 
quarters would be reduced if renegotiation were not in effect, and 
that the company estimates a reduction of two ps^fessional staff 
members with a related cost saving of about $36,000 annually. 
COST OF RSNEGOTIATIOW 

The C'B accounting system does not identify the cost of 
compliance with renegotiation requirements. Therefore, C-B 
had to estimate the costs involved. C-B estimated its cost 
of renegotiation to be $81,379— $66,056 for the AIL Division 
and $15,323 for C-B headquarters. The headquarters' estimated 
costs include $4,860 for preparing required annual renegotia- 
tion reports and $10,463 for complying with Renegotiation Board 
requests for information regarding the assigned year, 1972. 

The $4,860 estimated cost of preparing required annual 
reports is a recurring cost. The $10,463 estimate for complying 
with Board requests, however,' may vary from year to year. 

9 
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' C-B officials stated that their cost estisate is a little 
low. For example, fringe benefits of 25 percent of wages are 
based on conpanyvide rates; however, fringe benefits for 
headquarters personnel are higher— possibly as much as 30 
percent of wages. Also, the costs do not include nonpersonnel 
costs and other incidental^ cost's which could be associated with 
renegotiation* 

C-B officials also told us that the Board's requests re- 
garding the py 1972 reports were so coaplex that C-B had to hire 
a consultant at fees of about $30, COO to assist them in respond- 
ding. Other costs have been incurred to prepare the responses 
and for travel and consultation. The Board has requested infor- 
mation of similar complexity regarding C-E*s FY 1973 reports. 
C-B has also been assigned for fiscal 1974, but has not received 
any requests for additional information. C-B has not yet been 
assigned for fiscal 1975. C-B officials said other costs may 
decrease since there is a learning process involved and the 
consultant may not be needed as extensively. They could not, 
however, predict what the costs would be. 

Details of the C-B estimate of its headquarters cost are 
shoim below: 



10 
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Annual cost of oreparlno renegotiation reports 

-Coding, clerical, and coaputer costs $ 1,020 

Worksheet and report preparation 2,625 

Consultation and review 1,215 

Total $ 4,860 

Cost of co:npllihce-*a<ttened y»*r^*2^ 

Ibesponses to Renegotiation Board accountin9 

agenda (requests lor inforsation) $ 6,82S 

Coordinating info fDition^^ttee tings with AZL 

Division (includes travel and per dian 

•zpenses) 3^0M 

Consultation (outside consultant) • 548 

Total $10>463 

Total cost of compliance $15,323 

Tba estinated costs for the various functions— except travel 
and per diem costs and consultant fees— were based on employ- 
ees* estimates of the number of days spent on the functions. 
The estimated days were multiplied by the daily pay rates and 
average fringe benefits paid companyvidc. Ke determined the 
basis for the pay rate and fringe benefits and found tbea to 
be reasonably accurate. We could not verify the time estimates. 

£ach of the cost estimate elements is described below: 
CodinOi clericaK and co-ggtericosts * jl^Q20 

This cost consists of $900 for 12 days (at $75 a day), which 
five C-B locations estimated were required to code and accumu- 
late renegotiable data, and $120 for the C-B automatic data pro- 
cessing unit to prepare a listing of renegotiable sales orders. 
WorKshcet and report preparation -^ S2,625 

This cost was supported by a detailed estimate of the time 
required for a C-B corporate tax service accountant to prepare 

11 
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vorkshetts, supporting schedules and the rtntgotistion reports— 

35 days at $75 a day. 

Consultation and review » $1,215 

' This function includes $375 for the co-porate tax service 

accountant (5 days at $75 per day); $600 for the corporate tax 

service aanager (5 days at $120 per day)i and $240 for the C-B 

Controller (1 day at $240 per day). — • .•_—--- — t 

Responses to Renegotiation 
Board dcenca «- S6>p2S 

Costs include $825 for 11 days work perforoed by an 
accountant and locations other than headquarters; $3,600 for 30 
days by the tax service sanager; and $2,400 for 10 days by the 
Controller. 
Coordinating inforreation * S3, 090 

Costs were traced to travel vouchers subaitted by the 
Controller and corporate tax service nanager. 
Consultation - S546 

Costs were traced to bills submitted by an outside consul- 
tant. The bills did not show the subject of consultation; the 
con«:roller stated that the firm is retained solely for advice on 
renegotiation. The Controller also stated that the AIL Division 
paid the consultant $29,556. 
COKCLDSIOKS 

Because the C-B estimate of headquarters compliance cost 
was based largely on employee recollection, we could not verify 
its accuracy. 2t was evident that preparation of the renego- 
tiation reports and responses ^o Renegotiation Board requests 
required considerable professional accounting skills. 

12 
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AIL DIVISIOW 
BACKGROUND 

AIL it a division of Cutler-Bamaer, Inc. (C-B) AZL*s 
renegotiable business constitutes the bulk of Cutler-Basaer's 
total renegotiable business. The coepany files an RB Fora 1 
(Standard Pora of 'Con tractor **s 'lie port for Renegotiation) on 
an overall basis, and also files an RB-1 for its AXL Division. 
We were advised that renegotiation compliance costs are incurred 
at the AIL Division level and also at the C-B corporate level. 
SCOPE 

Our review at the AZL Division included discussion of the 
contractor's support and rationale for the cost data prepared, 
review of the procedures for preparing the annual renegotiation 
report (RB-1 fore), and a test of data in support of the costs. 
COSTS OF COMPLIANCE 

•AIL*s corts to cosply with the renegotiation requirements 
were estimated at about $66,000 yearly. This consists of about 
$18,500 incurred in preparing the RB-1 report and an additional 
$47,556 resulting from the Board's assignment process. 

C-B*s annual report shows that its renegotiation matters 
were settled for 1971 and prior years without any determination 
of excessive profit. The contractor's representatives said 
that in March 1974, the firm's 1972 results were assigned by 
the* Board. According to these representatives the contractor 
has not been notified of the Board's determination and, indeed, 
the Board has not completed its review. Thus, the costs 

13 
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attributtd to the fissignment process nay increase before 
coapletion. 

AXL*s estinated costs of coapliance are set out in a 
schedule below. The costs shown are related only to those 
costs incurred in the preparation of data at the AZL level. 
As discussed previously, additional costs are incurred at 
C-B*s corporate level in connection with AIL*s RB-1. 



14 
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^T\Ti_oal costs for coatplvinQ 



Preparfttiofi of Ra-lrtport 

Analysis of contract ttrsis, renegotiability, 
prtparation of data for tntry into accounting systta 

Review of year-end results, analysis and suomary of 
data to cospile Ra«l report* review, validation 
of initially prepared data 

Development of KB-1 data for three other AXL sub* 
sldiary co:apani?s/divisions 

Consolidation of total AIL results, interconpany 
eliminations 

Pinal nanageoent review and submission to 
Cutler-Ba&aer 

Total 

Cost of Board's assiqn!Bent 

Preparation of schedule of major (over $100,000) 
renegotiable contracts 

Development and preparation of data in response 
to Board's inquiries and accounting agenda 

Meetings and coordination with Cutler-Bammer 
headquarters 

Training of personnel— attendance at seminars 

Consultant's costs 

Briefings and top management reviews«-<-AIT« Division 

Total 

Grand Total 



Amount 
$ 2,000 




Auount 



IS 
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Kt not«f that AZL*s RB-1 report was supported by a file 
of worksheets and supporting materials. Ke also observed a 
Bass of saterial, supporting worksheets and data which was 
prepared in response to the Board's assignnent of the 1972 
results. Our observation of these materials and discussions 
with contractor representatives indicate that substantial 
effort was involved in complying with the renegotiation 
requirements. 

Ke were informed that the employees who are involved in 

the renegotiation process spend only part of their time on 

these tasks during the year. To this extent they are relieved 

of other duties. If the Renegotiation Act expired, duties 

would be rearrar.^ed and one position might be eliminated in 

this division. 

USE or oznn?. d;^.ta for renegotiation 
kl?ok:':ng >ja?osl? 

We were advised that other existing government contract 
reporting requirements cannot be used, as such, to prepare all 
required renegotiation information. Per example, all con' raets 
received by AIL were not rated under the Defense Production Act 
priority rating system. Therefore, it is necessary to make fur- 
ther inquiries on the renegotiability status of the order. Zn 
addition, the RB-1 Form zequires the data to be tied into the 
firm's financial statements and Federal income tax return* 
These data include information not generated for government 
contract purposes. 

16 
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COKCLUSIONS 



Based on our review we believe that: 

—The contractor's estimated costs represent increaental 
costs 'tpplicable.^tc^the ^renegotiation requirenents. He 
did not note any ccsts which were truly discretionary 
and not required as a result of the renegotiation 
requirements. 

— Th) costs 9c*«erally were documented and supported and 
represent a reiilf^tic evaluation of the costs incurred 
except that the costs of personnel tine spent on rene- 
gotiation Batters were not susceptible to audit 
verification* 
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CUTLER ♦ HAMMER 

MtkWAUKCC. WISCOMSIM 

i 

August 29, 1977 



Mr. Sidney Nolin 
Assistant Director FSAD/G? 
U.S. General Accotrting Office 
441 G Street K.K., Room 6073 
Washington. D.C. 20S48 

Dear Mr. Wolin: 

The General Accomting Office, at the reqtiest of Senator Proxsire, 
has recer.tly reviewed Cutler-HaoDer*s estimated cost of cocpliance 
with the Renegotiation Act of 19SI. The re\*iews were conducted in 
tvo locations; the AIL Division located in Deer Park. Kev York, and 
the Headquarters Office in Milwaukee, Wisconsin. TVo separate reports 
%rere suboitted to you covering these location' , which show the cospli* 
ance cost of Cutler-Haoser, Inc. to be as follows: 

Headquarters Office C^roa Chicago Region Oti^.r. Report) $1S,323 
AIL Division (Froa New Ycrk Regional Office Rei^ort) 66.0S6 

The cost includes $23,360 associated with the preparation of the annual 
RB-1 Report and $58,019 relating to requests for additional detailed in* 
fonation as a result of the Board's review of the RB-1 Report for 1972. 
This is the earliest open year currently in process and final resolution 
has not yet Veen received froa the Board. Additional isfonation say be 
•requested a*id additional costs incurred before finalisation. 

We would like to sake the following additional cosae n ts regarding the 
reports. 

We do not Baintain tiae records with respect to the professional staff 
that prepares the I enegotiation Report. As a resiilt, the tiae estiaates 
provided Govemsent representatives were based on studies made by 
knowledgeable individuals involved in the various aspects of the report 
preparation. At both the AIL Division and the Headquarters Office, the 
work papers and files were reviewed and discussed with the cxa&iners. 
The Coopany believes that the Govemaent representatives, after review- 
ing the detailed effort required tc coaply with requests for iaforaa* 
*tion froa the Renegotiation Board including the preparation of the 
recently revised RB-1 Fora, were satisfied as to the reasonableness of 
the estiaates resulting froa the studies. 

The reports also touch on the possible cost savings that %#ould result 
if the Coopany did not have to go through the Renegotiation exercise. 
While it is difficult to be specific in this area, there is no doubt 
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CUTUER • HAMMER 



Mr. Sichev Wolin 



-- ^^rrr 



that If the aenejotiation Report were »ot required, the staff at both 

"AIL and Keii^^iunerj ^ould bt recuct<:, Jciy ttduc-iea in wcrk lead. 
olti^t ly ht* Hi t^ingini effect en ihs iu=p*r of pecple recmrwi X9 
perform nectsj trr ruction* Our beit eitiuxe at tiii pojjit «ould bt 
4 itaff reducticn «f tvo ptrsooi at the betxoa of the t;?fef»ional 
itale u the vi«ouj tls* itviufi kileidaseeipf d tai^ a"a»ed for fe%«? 
itaff M=ls*n. a: *iv eiticated Wit of 5H,CC0 per siaff penon (ia- 
' eluding fringe benefits) • this wotild represent a cost saving of thoct 
136,000 aanuallr. 

With respect to the standard coascrcial article cxcsatioa. Catler* 
Has9er« Inc. does not tlilA this txe=;Lion because the additional 
effort rtqulned to subtTu^lttc tht exeaptions would be vaeceaosical. 
Iht Coepanx*s posture with respect t9 renegotiation has had no bear- 

iag en this decision. 

The Federal Ineoae Ta.\ papers do not provide the detail necesicrr Bvr 
the ilenefDtiatlon Report. Thty art lued to exir»cx dttalled i&f3?aatloa 
ConteTning other introoe otJi^r deduct ofu and book to tuc reconciling 
itras in order to al Incite tbtst ltr=s te reatfotlA^le end nDn-rcti«(0^iaM« 
businesf * siAct the Rtnego^iiiTlDa Report ziat be prtfartd on a tut basis. 
Re?ieiotli^U ttles and cost* aist be obtained fr^m the records ge:jeratid 
by the ac=OifitiTit tr^tecs of the Coepany. 

With respect to the possib llty of us1ji| a coepleted contract sethod of 

aecomting for rrae£Otiatitn pu^csei ve i*idica:ed that v* cQu;d net 
teow whet prsblesi would be ere axed until rvles tJid rtpilations ti to 
ifiplesc^tatiea would be iiiued Ke feel that the cc^ifted contrtet 
»ethod could create lerio;:^ c-Jtoif probleas wi^h reipeet to both sales and 
cfists, paTtlcularljr in the area of aaencaer.ts aad addition! to contracts. 
Of particular caacem would be the handling of it ens rcrsaUy tsnjicered 
pericd csits luch as Q and A expenies. Each contract we^Ld havt to bear 
it» fair share of such eosti far it* entire exiJteiste as cppeied to only 
a share for the year of ccc?le-ion. >ftjch oort i:ifpr=a tier/ would be needed 
la this araa before the Coepi:iy could adequately resTcite regarC^^g its 
ability to seet the requireaents of this type of rcport^^g. 

Nt vlsh to express our appreciation for the epporti^ty to review azid 
to coaoent en the reports. We will be plcastd to furriiih additional 
laforaatiOB should further clarification bt required. 

Vtty truly yocrs, 

anUR-KA>*e31. INC. 



M. ^$a! 



yV^ttmm^^. 



MJS/bjh 



N. «rsasaders 

Controller 



Mr. A. L. Paniso 
>e. J. Sebota 
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EXTOW CORPORATION 

BXCKGROCKD 

Eaton Corporation, Cleveland, Ohio, is a large diversified 
manufacturing concern cosposed of 74 divisions. Its major pro- 
ducts are truck and off-bigbway vehicle coaponents, automotive 
components, industrial vehicles, construction and woodland 
vehicles, industrial power transmission systems and components, 
and security products and systems. Net sales for the fiscal 
year ended December 31, 1975 » were $1.6 billion. Total fiscal 
197S sales subject to the Renegotiation Act were $4.6 million— 
10 percent exemptions were claimed on these sales. Such sales 
were attributable to 21 divisions. 

Eaton has few direct sales to the Government. Its pro- 
ducts are primarily purchased by other manufacturers who use 
them as components in their products. Some of these products 
are sold to the Government resulting in an indirect Government 
sale by Eaton. The Eaton products involved in these indirect 
sales and those sold commercially are essentially the same. 

PROCEDURES FOR COMPLIANCE 

Because renegotiable sales are primarily indirect in 
nature, and not available within their record system, Eaton 
has chosen to canvas its -customers annually to determine the 
amount of renegotiable sales. Each year Eaton* s domestic divi- 
sions review their $al«s records to determine which customers 
should be sent form letters regarding renegotiable sales. 
The divisions send 4i3t the letters, follow up on those who do 
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not rieplyi receive anC categorize the responses # sumaarise 
the data. and submit it to the headquarters office. 

The headquarters* staff assembles the data submitted by 
the divisions and prepares and submits the Report for Renego- 
tiation (RB Form X). Beadquarters also fills requests for 
additional data, providing specific information concerning 
exemptions t cost allocations, etc. Such requests are received 
annually from the Eastern Regional Renegotiation Board which 
generally is assigned Eaton's report. The last time Eaton was 
determined to have made excess profits was 1958. 
COSTS OF COMPLIAHCE 

Eaton's procedures to comply vith Renegotiation Board re- 
quirements have been consistently applied for several years. 
While Eaton does not assemble the associated costs of compli- 
ance, we were able to develop estimates of the costs involved. 

These estimated costs are (1) solely applicable to the • 
renegotiation function, (2) recurring but probably in differing 
amounts annually based on the volume of renegotiable sales, and 
(3) generally would not be considered incremental. Eaton does 
not compile the costs for complying with Renegotiation Board 
requirements. Based on data furnished by the contractor » we 
estimated the total costs for the fiscal 1975 submission to be 
$18,220. A breakdown follows: 
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Division costs $14,710 

BesdquArters cost 3;510 

Total cost $ 18,220 

Balf of the headquarters costs is attrihutahle to responding 
to the additional data requests froa the regional Renegotiation 
Board. The above estinates are not directly supported by com- 
pany records. They are based prinarily on labor hour estinates 
provided by Eaton's divisions and headquarters. To the labor 
hours, we applied hourly labor rates, fringe benefits, and adain- 
istrative overhead. The hourly labor rates are based on figures 
developed by Eaton during a study they undertook to evaluate 
the cost of the proposed product line reporting requirement of 
the Federal Trade Comaission (FTC). The factors for fringe 
benefits and adainistrarive overhead were also developed during 
the FTC study and are supported by Eaton's financial records. 
The aethodology used was concurred in by Eaton officials. 
Division costs 

Total estiaated costs incurred by the divisldi^s to develop 
the fiscal 1975 data irere $14,710. These costs are based on 
tiae estiaates obtained froa division personnel responsible 
for developing the sales data in accordance vith the procedures 
previously described and the estiaated nuaber of letters Bailed 
to solicit sales data froa custoaers. 
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$9,504 
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TOTAL DIVISION COST 

Divisions with renegotiable sales 
Divisions without renegotiable sales 

Total hours 

Bourly labor rate 

Total direct labor cost 

Fringe benefits— 17 percent of labor costs 
Overhead*-- 25 percent of labor and fringe benefits 

Mailing costs-17 cents a letter 

Total cost $ 14»710 

To determine the validity of the tine estimates underly- 
ing these costs, we visited two of the reporting divisions. We 
interviewed the responsible division officials and reviewed 
and discussed their annual data-gathering procedure. We also 
examined the summary schedules prepared by the divisions during 
the data gathering process. 

Based on data provided by Eaton, we estimated 4,767 letters 
were mailed by the divisions to gather renegotiable sales data 
for the fiscal 1975 report. Eaton estimated a cost of 17 cents 
for each letter (postage, typing, stationery, use of copying 
equipment, etc.). Since postage would be 13 cents for each 
letter, the estimated cost appears reasonable. 
Headquarters' costs 

.It is estimated that headquarters incurred costs of about 
$3,510 to comply with Renegotiation Board regulations applicable 
to the fiscal 1975 report. The cost is based on estimated time 
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spent to prepare and subait the report end fulfill the requests 
for additional data usually made by the regional Fenegotiaticn 
Board. ^ 

TOTAL HEADQDARTERS COST 



Initial filing of RB-1 80 hours 

Providing additional data 60 hours 

Total hours 160 hours 

Hourly labor rate $15 

Total labor cost $2,400 

Fringe benefits— 17 percent of labor 40S 

Overhead-25 percent of labor and fringe benefits *702 

Total cost $3>S10 

INCRSXSXTAL COSTS 

The tine spent on meeting Board requirements makes up a 
very small portion of many employees' vorkyear* Eaton offi- 
cials stated that no one at the division or headquarters level 
irould be laid off if Eaton had no renegotiable sales. 
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EttdA Oorpontion 



August 17. 1977 



KbnoraKle Uirilim Froxmire 

ChalrMn 

Cocnlttee on Banking, Housing 

and Urban Affairs 
United States Senate 
Washington, O.C. 20S10 

Dear Kr. Chalman: 

At the request of the General Accounting Office, 
Me hive juit ccr^^Veted a review of t^c cost to 
£aton of conplUr.ee with the repsrt/.ng requlrcnents 
for renegotiaole sales. 

Eaton's total sales In 197S %#ere $1,556,000,000 of 
which S1,0<6.00D.0D0 were dornestlc. Renegotlable 
sales were less than SS million. A reasonably 
prepared ccnservetive cost est1?^te Indicates the 
reporting cost to be aboi t S16/S20 thousand. While 
this Is not an earth- s ha icing a»R0unt for a cotrpat^y 
such as Eaton. It Is of Interest to note that It 
has been spent each year without benefit to either 
Eaton or the govemenent. 

This cost of past oonpl lance will be Increased many 
fold by the provisions of xnt prop(>sed bill. . The 
cost of preparing product Hn* ^ats a reoulred by the 
current proposal is about SZ6,250 for a typical division. 
In 1975, 21 plants equating to approjciir^ttiy divisions 
were involved In renegotUblt bu ness If product line 
reporting were limited to only the 21 plariu Involved 
n renegiotUtjle bus ness, the reporting cost for Eaton 
would ncriBSt from the $18/20,000 currently experienced 
to about SZSO,ODO. If the reporting covered all of 
Eaton's daT«stic plai.ts. the cost would bf $18/20,000 
p1iis $420, ODD for e total of $438,000. The product line 
reporting cost was deveioped by a dotal fd study of a 
typical division to determine the cost of complying with 
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Nonorable unilia Fronlre 
Fa9e 2 

August V, 1977 



tht r.T.C. Annual Line of Business prograsi. Ue urge 
that consideration be given this additional cost burden 
In deitrc.ipiing the reportlnj reoui residents. Ue will be 
h*ppy to reviti* all of the problem and cost aspects with 
you or your staff If this would be helpful to you. 

I am pleased that the proposed legislation would not 
require reporti^ for companies with lejj than II Billion 
of rere?otiil)1e sales but would lUe to po^r^t cut that 
this relief would not eliminate the cos of dtttrnifting 
If we had unknowingly exceeded this threiho d imount, 
Thli pro&lfffl cci/ld be overcoeie by a ilnple pi^vltion 
eimpting prpdyct shipDed In the nottn course of business 
bwt suhjfcuent^y used by the purchaser to fulfill his 
contract obligations. W1t^out such i provUion. Eaton 
could be placed In the position of Incurring compliance 
costs exceeding $4C0.030 to report renegotlabVe sales 
slightly In excess of $5 Billion. TrvU stite^nt Is 
not an ejiiggeratlon. We are prepared to discuss the 
deUlled pre^ecurtt which create the c&st pro^Ven. Even 
after having rvccrred this cost, *#e h*ve no r«seh to 
believe an auditor would agree with our cost allocations. 

As stated earlier, Eaton's renegotlabte business In ig7S 
was less than SS r.Hllon 4T\C^ consecjentiy, would not 
have required the filing of a report f the proposed 
legislation had been In effect. Ue have no reason to 
believe this will be true In subsequent years. 

Ue would ytry nuch like to be a substantial supplier to 
the military, and believe our entrance Into the market would 
give the governnent a cor^etltlve wecge which could %e 
used to It's advantage. Ue have been reluctant to do so 
because of the cost of corspl lance with the "red tape* 
Involved, and public disclosure of confident Inforratlon 
which would be helpful to our competitors. There Is a need 
to eliminate such barriers so comoanles like Eaton would feel 
free to enter Into a truly competitive military orocurement 
Barket. 

Yoors very truly, . 

EATON CORPORATION ^ ^ _ 

Trink C. Roberts 

Vice President and Controller 

cc:*^Mr. Gary Chupka - U.S. General Acctg. Office 
Mr. John L. Carter • U.S. General Acctg. Office 
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FAIRCHILD IXD0S7RIES, IKCORPORATSD 

Faircbild Industries, Inc., had total sales of about 
$193 Billion in the year ending December 31, 1975* of whicb.. 64 
percent %fere subject to renegotiation. While Faircbild Indus- 
tries has seven divisions plus one subsidiary, only tvo, the 
Space and Electronics Division and the Republic Division # had 
substantial renegotiable sales. Renegotiable contracts %rere for 
the design, fabrication, asveDbly and repair of aircraft and 
parts, the Space Shuttle, and electronic coafflunications equipsent* 

Zn June 1977, Fairchild Industries testified before the 
Senate Comaittee on Banking, Bousing and Drban Affairs concern- 
ing legislation to extend and anend the Renegotiation Act. 
Fairchild Industries did not testify regarding the specific costs 
to cosply with the renegotiation process. 

We contacted responsible officials at Fairchild Industries 
to determine whether compliance cost estimates had been deve- 
loped. Cost estimates were not available and could not be pre- 
pared within the time frame of our reviewl 
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JOHN FLUKE MAKUFACTCRIKG COHPAiry, INCORPORATED 

BACKGROUKD 

John Fluke Manufacturing Company, Znc«« Hountlake Terrace* 
Washington, is engaged in the design, developaent, aanufacture, 
and sale of cosaercial electronic test and neasurement instrii- 
vents and systens for scientific, educational, industrial, and 
governmental applications. The coapany considers itself to be 
in one line of business, as defined under the O.S* Govcrniaent 
Standard Industrial Classification (SIC)— test and ncasurestnt 
instruments. This firm manufactures digital and differential 
voltmeters, voltage/current calibrators, high voltage power 
supplies, frequency counters, frequency synthesizers, digital 
logic testers, digital thermometers, dataloggers, automatic 
test equipment, and systems components used and sold either 
individually or in manual or automatic test systems. 

Pluke had total consolidated net sales of $49.2 million . 
during its fiscal year ended September 33, 1976, including 
$9.3 million of renegotiable sales and $4.5 million of renego* 
tiable-type sales exempt as standard commercial articles. All 
of the company's renegotiable saleb for fiscal ye;«r (FY) 1976 
were made by its Seattle Division which had total net sales 
of $31.9 million. 

The Renegotiation Board assigned Fluke's FY's 1973, 1974, 
and 1975 filings to the Board's Western Regional Board for 
field review. Representatives of the Regional Board visited 
the Fluke Company on March 21 and 22, 1977, and the company 
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has provided Additional information on several occasions sine* 
tbe Board': Harch visit. 

Fluke's systea for identifying renegotiable sales. and for 
reporting to the Renegotiation Board involves effort by the 
conpany.'s order processing, data processing, and contract 
operations departments and by its certified public accounting 
firiB. 

The cospany has two order processing eaployees who code 
data for automatic processing from about 60 incoming orders per 
day. As part of this procedure, the employees must analyze each 
order to determine if it should be classified as renegotiable or 
nonrenegotiable and code it accordingly. Pluke officials said 
that it is not always clear whether orders should be classified 
as renegotiable, so coding employees must spend considerable 
time searching through the contractual clauses, for such evi- 
dence. Since about half of the incoming orders are advance 
orderr, Pluke officials said that a third employee must analyze 
about 30 confirming orders per day for evidence that they 
should be classified as renegotiable and recede data if neces- 
sary. The order processing supervisor subsequently reviews 
coded data at shipment by comparing coding sheets and order 
documents with the Automatic Data Processing (ADP) printout 
of coded data. 

Fluke's data processing department prepares a renegotiable 
sales report which company officials said is used exclusively 
for preparing the Renegotiation Report (RB Form 1). The sales 
report segregates renegotiable and nonrenegotiable sales, cost 
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•of sales and cosBissions data for oach rioko nodel sold. Tbo 
data file is updated nonthly and printed at year end. 

. Once the data processing renegotiable sales report bas 
been completed » tbe contract operations aanager reconciles 
tbis data to Fluke's total sales sbown in tbe financial state- 
ftents by reviewing all band-processed orders for renegotiable 
sales and adding tbese to tbe sales sbown in tbe renegotiable 
sales report. Be said tbat band processed orders for n 1976 
totaled about $2 Billion and all of tbis sBount was renegotia- 
ble sales. Tbe contract operations nanager also determines 
wbicb BOdel numbers are standard coBj&ercial articles tbat 
are exempt from renegotiation and prepares tbe list of tbese 
items for attacbment to tbe RB Form 1. Altbougb Fluke bas 
used tbe standard commercial Article exemption* it bas not 
applied for tbe standard commercial class exemption. 

All of Fluke's employees engaged in identifying and 
report ing renegotiable sales bave otber duties. K company 
official told us tbat no employees would be released if rene- 
gotiation requirements were ever eliminated but biring of 
additional personnel would be precluded for some time. Be 
said tbe number of employees bas not increased in recent years 
commensurate witb Fluke's rapid growtb. 

CONTRACTOR'S rSTlr^ftTED COST 

ACT REau:r.£y.ENrs 

Fluke bas increased its estimates of tbe cost to comply 
witb tbe requirements of tbe renegotiation program twice since 

30 



Digitized by 



Google 



265 



John Pluke, President, told the Bouse Subcoaaittec on 
General Oversight and Renegotiation that his company's annual 
cost was $12»000. Zn subsequent testinony before the Senate 
CoBs.ittee on Banking, Bousing and Urban Affairs, Kr. Plnke 
said that, after further checking, the cost was really about 
$20,000* At the start of our review, the company provided 
us an estimate which included $37,112 of recurring costs and 
$4,275 of nonrecurring costs. Pluke said that efforts to 
Identify these costs originally resulted from a cursory review 
of requirements and that the company was not accorded time 
and did not think a full blown flow-charting timestudy analysis 
was warranted. Pluke also said that as more thought was given 
to the concept of determining true costs of complying with the 
Renegotiation Act, more areas were discovered which formerly 
had been overlooked. 
Recurring costs 

John Pluke rfanufacturing Company estimates that recurring 
costs of $37,112 are incurred each year to report to the Rene- 
gotiation Board. The company's estimate consists of the follow- 
ing costs. 
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Order processing: 

Analyses and coding of incoming order 5 Binutes 

I Analysis and recoding of confirming order 6 minutes 

Audit of coding at shipment S^IS minutes 

Average time per order 20 minutes 

Number of orders per day 60 

Number of orders per year 15,600 

Cost of order processing (5,200 hours 

at ^3.50 per hour) $18,200 

Data processing: ' .r 

Computer time 3,100 

Program maintenance 5,000 

Contract operations manager's time 1,500 

Certified public accountant, for preparation of RB 
Form 1 

Labor related costs, 25 percent of $25,250 
Total recurring costs 




Nonrecurring costs , 

The company also estimates it has incurred nonrecurring 
costs of $4,275 for supporting the Renegotiation Board's regional 
representatives during their March audit* The company's esti- 
mated audit support costs consisted of the following: 

Company time devoted to assisting board auditors: 
Vice president-treasurer 1 day 
Corporate controller 1 day 
Seattle controller 1 day 

Contract operations manager 10 days 

. Total labor cost for 13 days $1,500 
Labor-related costs 

(25 percent of $1,500) 375 

Certified public accountant for 5 days 2,400 

Total nonrecurring costs $ 4,275 
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AKALYSIS OF FLUKE^S 
COST ESTIKATS """^ 

Order processing 

Fluke's estimated order processing cost was not based on 
actual recorded costs. Fluke has not validated the estiaatc 
and a company official said that it would be difficult to vali- 
date the added time because every order situation is different. 

The time included for analyzing, coding, recording » and 
auditing coded renegotiation data appealed high compared to 
the total time used for coding orders. For example. Fluke 
estimates that two coding employees each code about 30 ordera 
per day or one order every 16 minutes, whereas. Fluke estimates 
that the time required for analyzing and coding reneaotiation 
data alone requires 5 minutes per order. The employees also 
must code a great deal of other data from the order documents 
not related to renegotiation. He reviewed a group of 26 orders 
with a Fluke official, which had been coded the previous day, 
to determine the amount of additional time required to analyze 
and code renegotiation data. He observed that none of the 
orders would take more than 1 minute to identify and code 
the renegotiation information. The official agreed that tba 
time for these orders might be 1 minute or less, but that 
difficult cases are encountered which take longer. He found 
none of these difficult cases in our sample. 
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Pluke alto estimattd tbt nuaber of orders processed per 
year, but did not bave summary records wbicb would enable us 
to' verify tbis number. Tbe company did bave records 8bowin9 
tbat 23,766 invoices were issued during FY 1976| bowever, 
tbis does not represent tbe number of orders received since 
sometimes several invoices are issued for tbe same order. 

Fluke's estimate indicates tbat 60 confirming orders per 
day are analyzed and receded if necessary. Bowever, a Pluke 
official told us tbat only 30 confirming orders are received 
eacb day and tbat a tbird employee analyzes tbem and recedes 
as necessary. 

Altbougb we could not determine bow mucb order processing 
cost Pluke actually incurs as a result of renegotiation require- 
ments, Pluke officials agreed tbat tbe added time would be less 
tban tbe 20 minutes per order estimated. Based on our discus- 
sions witb company officials and review of a limited number 
of coded orders, we believe tbe cost would be closer to tbe 
following: 



Order processing: 

Analysis and coding of incoming orders 

Audit of coding at shipment 

Average time per order 

Number of orders per year 

Analysis and receding of confirming 

orders 
Number of confirming orders per year 

Cost of order processing (1,235 
bours % $3.50 per bour) 



1-2 minutes 
2-3 minutes 
4 minutes 
15,600 

1-2 minutes 
7,800 
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A tl\jkh order proc^ft^ing official told uft thtt order 

processing times cited in the company's estivi&ted renegotia* 

tion compliance costs of $37fll2 included more than costs 

incurred because of renegotiation. The estimated time includes 

looking for and coding other unique requirements of g<>vernment 

fT»-**j--t ««.••«-• 

business such as contract requirements for inspection. This 

official agreed that the times shown above are better estimates 

of effort solely required by renegotiation requirements. At 

the conclusion of our review, Fluke officials said that they 

did not concur with the revised coding times, but they did 

not provide additional evidence to support their views. 

Data processing 

Fluke's cost estimate of computer and programing time 
required for compliance with renegotiation requirements was 
also based on estimated rather than actual recorded data. 
Fluke does not maintain time records which trould allow us to 
verify the amount of time expended for renegotiation purposes. 

We did determine that the cost per hour for computer time 
was based on FY 1978 budget data rather than the company's actual 
incurred cost during FY 1976.- its most recently completed fiscal 
fiscal year. Based on FY 1976 actual cost data, the cost should 
have been $50 per hour rather than $62 per hour. This reduces 
estimated annual computer costs by $600. 

Fluke estimated that 2 hours per month of computer time is 
required for updating renegotiation report files and 26 hours 
are required to run the year end report. The time required to 
run .the year end report appears high, but a Fluke official said 
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that the report last year had to be run four tines before it 
was right. Be said that the process will be changed this year. 
The report will be run quarterly rather than annually to avoid 
problens encountered last year. This will reduce the tine re* 
quired to run the report to 16 hours for the year end report. 
Contract operations 

The Pluke contract operations manager's tine devoted to 
renegotiation is also not recorded separately. Therefore » we 
could not verify this tine estisate. 

We reviewed worksheets he prepares to identify standard 
cocnercial items not subject to renegotiation. Be said that 
about 3 or 4 days of his time are devoted to developing this 
list of items exempt from renegotiation. Be estimates be 
spends an additional 11 days on other renegotiation report 
work. • 

Certified public accountant (CPA) 

Fluke estimated that they pay their certified public 
accountant $60 per hour and that the CPA spends more than 1 
week in preparing the Renegotiation Reports (RB Form 1) for 
Fluke and its subsidiary. Fluke Trendon. Since the CPA's bill- 
ings to Fluke did not always show the charges separately for 
preparing the renegotiation report, we asked the CPA how much 
his bill is for this purpose. Be said that he charges Fluke 
about 40 hours at his billing rate of $65 per hour or $2,600 
to prepare the report. 
Labor related costs 

Fluke's estimated. laboiLrrelated costs, such as payroll 
taxes and employees' insurance, were based on labor costs of 
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$25r250. Th^ Fluke official who prepared the estinate could 

not recall how he arrived at this labor cost bane. We believe 

Fluke's estinate of the labor base should have been $19*700 

vhicb includes order processing costs of $18,200 and contract 

operations costs of $1,5C0. This labor cost base does not include 

data processing cost that already includes labor related costs. 

Nor does it include the outside CPA costs because labor related 

costs are not involved. This labor cost base %rould be $5,823 

if our revised estimate of $4,323 for order processing costs 

%rere used i^^etead of Fluke's estimate of $18,200. 

Costs incurred to support 
Renegotiation aoaro 
representatives 

Fluke estimated that $4,275 of cost were incurred to support 
Regional Renegotiation Board representatives who were auditing 
company reports assigned by the Renegotiation Board headquarters. 
Included in this estimate is $2,400 for services of the certified 
public accountant. Fluke estimated that the CPA spent 5 days on 
this effort. Bowever, the CPA told us that he actually billed 
Fluke about $1,000. 
CAP revised estlinati 

Based on our review and as previously discussed, we found some 
variations regarding the cost elements in Fluke's estimate. Zt 
appears that Fluke's estimate may be overstated by approximately 
$19,733. This i% shown below 
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Estimated cost of coiBplianct 



Order processing 

Da^.a processing 

Contract operations aanagers tine 

CPA« tot preparation of RB Fora 1 

Labor related costs (25 percent 
of order processing and 
contract operations nanagers 
tiae) 

Difference 





$19>733 



Fluke revision of cost estimate 
at conclusion o^ our review 

At the conclusion of our review. Fluke provided us with 

another revised estiaate' of recurring costs to comply with 

renegotiation requireaentsj however, we did not have tiae 

to extend our review to deteraine the accuracy of the new 

estiaate. This revised estiaate of $20,506 generally was 

based on the lower estiaated costs indicated by our review, 

even though Fluke did not agree with our estiaate of the tiae 

to process orders-. However, the coapany added three additional 

iteas not considered in the $37,112 estiaate. 

• —Audit at shipaent tiae should have been applied to each 

shipaent invoice rather than each order. As a result^ 

23,766 invoices are audited at shipaent rather than 

15,600 orders. 

—Orders coding supervisors' tiae was not previously 

. included for training and superviislon of analysis and 

38 



Digitized by 



Google 



278 



coding personnel. Fluke said this would add about 
10 percent to the order processing tine required for 
' identifying renegotiable business. 
—No time was included for analysis and coding of about 

2« 600 orders received by Fluke's parts departaent. 
Fluke said that this latest revised estimate still does not 
include any allocations for occupancy cost or other supportive 
indirect costs, or any amount for responses to vendors' inquiries 
concerning renegotiable business. Fluke said that this estimate 
also excludes any costs of training, coordination, or verifica- 
tion efforts related to Fluke field officers and the company's 
subsidiary. Fluke Trendor. 
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fWC CORPORATIOW 
BACKCRODWD 

The PMC Corporation, with headquarters in Chicago, Zllinois, 
ift a diversified manufacturer of sachinery and chcsical products. 
Sales in 1975 totaled $2,020 aillion, of which $106 Billion 
represented renegotiable sales. PMC*s defense equipoent group 
which includes four plants, accounted for $98 Billion, or 92 
percent of the renegotiable sales. PMC defense group sales aro 
comprised of armored personnel carriers, designed and manufac* 
tured in San Jose, California; naval gun counts and shipboard 
missile handling equipment, designed and produced at Minnoapolis* 
Hinnesotai and vehicle track shoes, manufactured at Anniston, 
Alabama. The remaining $8 million, or 8 percent, of the renego- 
tiable sales were made by 55 plants in PMC*s coismercial divisions. 
PMC officials stated that, on the average, 15 of the 55 commer- 
cial plants have renegotiable sales. 
PMC RENEGOTIATION PROCEDDRES 

PMC has formal procedures for compiling the information 
needed for the RB Pore 1. Between January and April, each of 
PMC*s 4 defense equipment plants and 55 commercial division 
plants is required to gather renegotiation data. This includes 
determining which sales are renegotiable, identifying esempt 
sales, and determining the costs applicable to renegotiable 
sales. Generally, the plants must schedule out, for individual 
renegotiable contracts with billings of at least $1 million, 
such data as contract costs, sales, and description of products 
sold or worK performed. The information gathered at th« plants 
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is forwarded to FNC's beadquarter» vhert it it eonsolidatod 
into tbe corporate RB Pore 1 for suteittal to the Renog&jtiation 
.Board. 
CDKKARY 

PMC officials estisated that annaal renegotiation eo^pli* 
ance costs are between $923,400 and $l\75Tr6o7 ahd *i7vVlWd*tbe 
efforts of between 20 to 34 full-tise equivalent esployees. PHC 
officials stated the cost will vary depending on tbe aaount of 
infornation PMC, through experience, believes it Bust gather to 
satisfy tbe Renegotiation Board's data requireaents , including 
requests for additional data. 

We could not verify the accuracy of the estiftates because 

—the esticates are judgnental and are not based on 
specific accounting records, studies, or other docy- 
mentationi 

—the costs are part of the overhead pool which is 
not segaented by renegotiation effort; and 

—we were able to contact only a limited number of P^C 
employees involved in renegotiation matters. 

PMC officials said the cost estimates are based on pkc's 
experience with its 1971 renegotiation submittal which ii 
currently being reviewed by the Renegotiation Board. Alio,. 
PKC officials said they had only about 10 days to prepari the 
estimates, and that with additional time they could have deve* 
loped better estimates with some supporting documentatioii. 

PMC officials stated that all estimated costs are rec urricg 
and are due solely to complying with the Renegotiation A4t. 
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They ttatea that if th«r« %f«re no Rtncgotiation Act* th« cpst 
of the outside attorney, whose annual cost ranged froa $(0«000 
to $1S0,000, would be elininated. 

Subsequently, on August 30, 1977, Mr. Robert HcLellan, 
a vice president, wrote us and stated that PMC aanageaent 
«#ould enforce a reduction in force if the workload of comply- 
ing with renegotiation requireaents did not exist. Be stated 
that about 34 full-tiae equivalent eaployees were presently 
involved in aeeting renegotiation requireaents. 

PHC*s renegotiation procedures require that each of the 
coapany*s 4 defense and 55 coaaercial plants gather aore data 
than is needed for the JIB Pora 1 submittal. Bovever, PMC offi- 
cials stated that, through experience, the additional inforaation 
is needed to verify that the basic data is correct and to respond 
to the Board when it reviews the RB Pora 1 submittal. 
PMC's P.E??£GO?IABLE COS? gSTIKATES 

Zn a July 1, 1977, letter to Senator Hilliaa Proxaire, an 
PMC official estiaated that PMC would save $1,715,000 anncally 
if the existing requireaents for renegotiation %fere eliainated. 
The estimate included the cost of (1) preparing the RB Pora 1, 

(2) gathering data for the RB Pora 2, including the minimua data 
which PMC believes is needed for the Stateaent of Pactors, and 

(3) responding to various questions froa the Renegotiation Board 
staff. The RB Pora 2 is a data sabaiosions generally required 
when a contractor's filing is assigned for field review. 

PMC officials stated that a large portion of the cost invol- 
ves compiling ainimua inforaation on the Stateaent of Pactors. 
This statement is submitted as additional information for 
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conslderitlon In tHe Board's processing of asslyned renegotiation 
cases. These factors arc (1) the reasonableness of cost and profits. 
(2) the caplul Involved, (3) extent of risk assicttd, (4) contribution 
to the defense effort, (S) character of. biisiAess«. .and. (6) the efficiency 
of the contractor. PMC officials estlnattd that the annual renepotia* 
tlon cost would decrease about 46 percent, fron $1«71S,000 to $923,400, 
If the Blnliauoi data for the Statenent of Factors was not gathered. FNC 
officials could not provide us with an estleate of the cost for Just 
gatherlns the Inforeatlon needed for the RB Font 1. 

The following table shows FMC's estimated renegotiation costs 
w^dtr the existing renegotiation requlrenent with and without the 
Statcn<nt of Fectors data, as well as the nurrber of full«t1ne equ1va« 
lent eeployees involved In gathering data for the Renegotiation Board. 
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Cost with the Cost withoct th« 

Statenent of Factcrs Statgwent of Tactors 

Pull-tioe Pull-tiB« 

equivalent Total equivalent > Tetel 

epployees cost ecployees cost 



Corporate headquarters 
and defense operfctions 



Staff directly involved 
in renegotiation 4.8 


$ 


262,000 


1.3 


$ 76,000 


Supporting staff 


13.92 




624,000 


3.77 


178,400 


Outside attorney 


• 5 




150,000 


.2 


60,000 


Top sanageaent 


;48 

19.70 


£!_ 


96r000 
,132,000 


;13 
5.40 


26,000 


Total corporate 
and defense 
operations 


$340,400 


CoRnercial operations 


le 
6.2S 


$ 


*250,000 


6.25 




Plants with renegotiab! 
sales (15 plants) 


$250,000 


Plants without renego- 
tiable sales (40 
plants) 


8.33 




333,000 


8.33 


333,000 


Total coamercial 
operations 


14.58 
34.28 


$i 


583,000 
,715,000 


14.58 
19.98 


583,000 


Total FMC cost 


$923,400 


BASIS FOR COST ESTIKATE 













PHC officials stated the cost estiaates are judgnental and 
ar* based on PMC's current experience with its 1971 submittal 
which is being reviewed by the Renegotiation Board. The offi- 
cials said PMC expects to continue to make profits, consequently, 
the cost estiaates ate based on being involved in proceedings 
before the Board each year. PMC officials said, based on their 
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•xperienc«, tbey do not expect to receive a clearance ftok 
the Board timply on RB PorB 1 sobnittalt, therefoie/ data bat 
to be accumulated in anticipation of being assigned for field 
review and the Board's request for additional infornation. miey 
stated that PKC's fiscal years 1972 and 1973 RB fora 1 su!»ittals 
bave been assigned for field review by the Board. 

FMC cost estimates include salaries and other expenses for 
full-time equivalent employees. 
Pull-time equivalent enployees 

PMC officials said that the number of full-time equivalent 
employees represents the efforts of many people throughout the 
company. The officials could not provide us with a firm estimate 
of the'nuxbcr of employees involved. They did say that at least 
10 employees at each of the 4 defense and 55 commercial plaints 
contribute to gaLuering renegotiation data. They stated these 
employees, which are for the most part managerial and professional « 
include cost accountants, staff accountants, property accountants, 
purchasing and sales personnel, and material managers as %fell as 
supervisory and clerical personnel. 

The number of full-time equivalent employees is an estimate 
by PMC officials of the people involved in renegotiation. In 
arriving at the number of supporting staff, PMC officials assumed 
that the requests for information from one equivalent employee 
directly involved in renegotiation will directly and indirectly. 
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through a "ripple effect," interrupt the work of others equi- 
valent to 80 percent of one supervisor's time, plus 100 percent 
of the tine of 2.1 other eoployees. 
Salaries 

PMC's estinated annual salaries for employees engaged in 
renegotiation matters ranged from SlStOOO for some'supportlhg" 
staff to $100,000 for top management. According to an PMC 
official, the salaries of those involved in renegotiation 
jaatters at one defense plant are: 

Staff accountant $18,000 

Property accountant 16,S00 

Cost accountant 15,500 

Supervisor 22,000 

Other expenses " 

PMC cost estimates include other expenses such as fringe 
benefits and other payroll added costs, utilities, supplies, 
travel, telephone, and occupancy costs. The other expenses are 
estimated to be equal to the salary an employee receives. Por 
example, both the annual salaries and other expenses of the 
employees in the commercial operations. are $20,000 for a total 
of $40,000 per employee. 

PMC officials stated that pricing other expenses at the 
sane rate as employees' salaries is conservative because the 
overhead rate is as high as 180 perqent for some plants* The 
officials provided us with a document for one plant showing a 
manufacturing overhead rate in excess of' 180 percent. 
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CVALDATION OF PMC'S COST ESTIMATES 

PMC Officials could not provide us with supporting docuaenta- 
tion to verify tha accuracy of tba cost tstiaites* Mo specific 
accounting records or other docunents %^re Maintained identifying 
the naaies of eaployees and the tiae they spent on renegotiation 
Batters* As a 'result, ve could not verify the number, salaries, 
and other expenses of the PMC employees involved in renegotiation 
natters. Bovever, we did try to determine hov PMC derived (1) the 
overall cost estimates, (2) the cost associated with the commercial 
plants, and (3) the amount of employee effort involved in renego- 
tiation matters. 
Derivation of PMC's cost estimates 

An PMC official said that the cost estimates were prepared by 
a staff employee at PMC's San Jose Ordnance Plant. However, the 
staff employee was on vacation during our review and was not 
available to discuss how he arrived at the cost estimates. Bis 
supervisor stated that the estimates were primarily based on 
discussions between PMC headquarters' staff in Chicago, and staff 
in PMC's defense equipment group in San Jose. The supervisor 
said the estimates were essentially an estimate of employeec' 
time spent on renegotiation matters. The supervisor said little 
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canvassing of tbt various plants vas aade to get cost astlBatet 

froB the employees involved in renegotiation* 
CoRPierciel plants* rrnpootiat ic?n cost 

Ve questioned TMC officials as to why the 55 eocaercial plants 
vith only 8 percent of PMC's renegotiable sales have a total cost 
of $583,000. We were told that all coiu&ercial plants subait 
RB Porn 1 data and other data required by PHC*s renegotiation 
procedures* This includes requesting inforaation froa all coa- 
panies who have purchased products froa the plants to deteraine if 
the products were used in renegotiable contracts. Also the plants 
aust respond to their suppliers on whether the suppliers* products 
were used in PHC renegotiable contracts. PMC officials said all 
this takes a considerable amount of tiae. 

We asked PMC officials for the names of employees at threa 
or four cosaercial plants to contact about their renegotiation 
costs. We were told the costs are spread over aore than one 
department , such as accounting, purchasing, sales, and material 
and that there would not be any one person at a plant who could 
aake an accurate estimate of the cost. We were also told that 
because each plant is operated differently, no two 'plants irould 
have the same types of costs. PMC officials later allowed us 
to talk to employees of one comaercial plant. 

' We asked PMC officials for the workpapers supporting the 
cost estimates for the commercial plants. We were told thera 
were no supporting documents since records of such work are not 
kept in the normal course of business. 

We asked for copies of the sales and purchase order foras 
used by the commercial plants to determine the effort involved 
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, in ttparating renegotlabit tales f roa nonrtnegotiablt talas* 
He ware told that each plant it ratjponsible for preparing their 
own tales ordera and that there it little coaaonality between 
plantt* 
Eaployee effort and cost 

Zn an atteapt to deteraine the eaployee effort involved in 
renegotiation aattert* we interviewed ecployeet froa PHC*t , 
headquartert office and one defente and one coaaercial plant* 
We alto interviewed FNC't outtide attorney* A senior accountant 
froa rMC*t headquartert ttated he tpendt between 40 to 75 percent 
of hit tiae on renegotiation aattert. The tenior accountant 
taid he it retponsible for consolidating the renegotiation infor- 
aation froa the various defense and coaaer ci a 1 plants into the RB 
Pora 1. The senior accountant's tiae estiaate agreed with the 
tiae ettiaate PKC officialt had provided ut and which they nted 
in developing their overall cott ettiaate* 

Officialt froa an PMC coaaercial plant with renegotiable 
talet ttated that the tiae to atteable and doublecheck the rene- 
gotiation data tent to PKC't headquartert it about 3 staff aontht* 
Thit, for the eott part, representt aanageaent tine.* The offi- 
cial alto ttated that an additional 3 staff aontht is tpent on 
renegotiation aattert, tuch at retponding to queriet froa PHC 
headquartert and queriet froa other contractort wanting to kaov 
if their talet to PMC were renegotiable* The tine involved 
agreed with the PMC cott ettiaates* 

An official at one defense plant stated that the eaployees 
involved in gathering renegotiation data include cost, staff, 
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and property accountants, as well as steretaries i.nd a Btnager. 
We were told the full-tiae employee equivalent for prepatatien 
.of the RB Porn 1 is 20 percent of one employee's time* This 
estimate agrees with the estimates FMC officials had provided 

OS. 

fMC cost estimates for an outside attorney range from 
$60,000 for time spent primarily on the RB Form 1 submittal to 
$150,000 for also preparing the Statement of. Factors. FMC offi* 
cials showed us the attorney's charges of $60,000 for a 9-month 
period. FMC officials said the charges included all the attor* 
ney's time and most of his expenses and were for services which 
included preparing the Statement of Factors for FMC's 1971 RB 
Form 1 submittal. Ke pointed out the discrepancy between the 
$60,000 attorney charges for 9 months and the estimated $150,000 
cost for 12 months. FMC officials said the attorney's level-of- 
effort varies considerably, depending on the demands from the 
Renegotiation Board. They seid the attorney's billing for the 
most recent month was about $12,000. 

We asked FMC officials and FMC's outside attorney why an 
outside attorney was needed for the preparation of the RB Form !• 
We were told that an expert in renegotiation is needed because 
the reporting requirements of the Renegotiation Act are very 
complicated, especially in regard to the applicability of •xemp* 
tions, reconciliation of the information on the RB Form 1 to the 
tax returns, and determination of appropriate cost allocation 
methods* 
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PMC's renegotiation procedures 

Wt analyzed FMC's renegotiation procedures and found that 
about 35 percent of the data collected at each plant is needed 
to complete the RB Porn 1. PMC officials said the remaining 65 
percent of the data can be used for the RB Form 2 and other 
renegotiation related information the Board may request. Accord- 
ing to PMC officials, experience has %ho\m that all the data Bust 
be collected in anticipation that the RB Porn 1 submittal will 
be reviewed by the Board. 
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. COMCLUSIOKS 

Because PMC did not Baintain records on the cost associated 
with renegotiation matters* ve could not verify the accuracy or 
reasonableness of any of PMC's cost estimate. 

The PMC employee vho made the estimates was not available 
to discuss with us how the estimates were derived. Also the 
few PMC employees we interviewed did not give us apecifie details 
of their costs or the effort involved in gathering renegotiation 
data. 

Time did not permit us to interview employees or examine 
renegotiation procedures at any of the 40 commercial plants 
without renegotiable sales. Therefore, we could not determine 
the reasonableness of the $333,000 estimated cost of gathering 
renegotiation data at these plants. The process of determining 
whether sales are renegotiable may or may not be this costly. 

The magnitude of PMC's cost estimates and the amount of 
renegotiation data collected rests on the assumption that the 
Board will request supplemental data on each RB Porm 1 submittal. 
This may be a valid assumption because PMC's 1971, 1972, and 
1973 submittals have been assigned by the Board for field review. 
Consequently, it may be reasonable for PMC to collect additional 
data in anticipation of the Board's requests. However, a major 
portion of PMC's estimate ($791,600 of the $1,715,000 under the 
existing Renegotiation Act) is for preparing data for the State- 
ment of Pactors. PMC officials said that data for a new State- 
ment of Pactors must be accumulated each year. Boifcver, in our 
opinion, it is possible that once PMC obtains data for 1 year's 
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Statenent of Factors* which is currently being done for PHC's 
1971 submittal, subsequent submittals will consist of just op* 
dating the prior year's Statement of ?ac:or8* Therefore # PHC*s 
cost could be lower than pre'sVntly estimated^ 
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August 30» 1977 



Tbt Konortbit Claer E. SUAts 
Controlltr General of the United Sutei 
U.S. Geoeral AccoL*nt1n9 Office 
441 6 Street N.M. 
MAtblA9ton» O.C. 20S48 

Our Cenertl SuaU: 

On August 19, 1S77 the CAO San Francisco Regfenal Offfee 
fonranded to you a review of F>C Corporation's estleates 
of cost to cocrly vlth current Renegotiation Act require* 
wnU AS we\ 4i tstic^us of cosu that would be involved 
to conply trlt^ rvqjlr^a^nU f pending legislation (K.R.S9S9 
And S.1S94) Mrc rciacLed. Tbe purpose of this letter Is to 
record our strong disagreepent irith the coecluslon stated 
1o that review. 

Tbe conclutfen of the review states thet *1a our opinion. ' 
niC does eiperlence cost t\ cceptjrtng wlch the Renegotlatloci 
Act.* It goes on to $L&te bc^reirfr that 'the only cost 
which WO0T4 be e l»1ft*ted f the re were po refteaottatlon 
repuirec«nu k the $£3 0O3 tj JIM OCQ FHC cfficlaU 
estimate t s speftitjaQ ofl an oclside atuirnty * The 
coatradlctlon Cer#«en rtcc^nizlng that f^ h&\ i^Jltio^l 
costs, but tut the ca)y SAvingi would be the cost of an 
ouuldr atlomey, apparently rtiulu fm the deduction 
that FhC Mna9«QeJ)t would take oo action to site a 
reduction In force of the fiiraber of people e^jtvalent 
to those now required to veet rcM^otltt^on requlreftenU. 
it U prtS ble that the reYlc*ei-s weft le<j to this 
•rrontoui conclui i^ through their discussions with 
vartoui fKC iccouJi:l*5 perionnel tod perbtpi btca;;** 
tie don't hive i distinct department to tccojnt fcr the 
cost of renegotiation. t shoald be clearly understood, 
however, that FHC ffsriacp?i*rit would enforce a reduction 
tn force f the worlloati of caepl/ing with reneg&tlitlOQ 
requ1rw»nti did not til it. Ai yw will have r>oted tfoo 
the &10 re^lfv we estlaate that A toul of ^4.23 full- 
t1» eqaivalej;! ciployee^ art presently Involved In 
eeeting renegotiation requi resents. (See GAO note below). 

X would OBpbASlze thAt FKC In testlaony before the SenAtt 

GAO WOTC t . . • 

The statemenu In our draft report referred to In this paragraph have 
been revised in this final report. The statements were based on cocaments 

of contractor personnel obtained during ouir^rSS^fS-foTSS toSli R^ESie^*^^*^^ 
the position of FKC management that a reduction in force wouio oe moc. 

94 



Digitized by 



Google 



289 



F«9e 2. 

Th* Honorible Haer 6. SUfttS 

ikugust 3C, 1S77 



BAnkIn; Ccar.Utee tnf subsequently fn mf letter of .Julj 1 
to Senator Proipirt oM6t clear u*4t the cuiti »e am 
experience In coi^lyln; with rene^otUtlon requlroKeU 
CAn only be exprtsied ■& eti^lcatei arid U was our 
■ grtcEier.* ^tui Senator Prqjsire tA4t 6XD eiacin* t^ese 
figure en tr>e beses tiat t^«y tre eUl^^te^ . lie hivt 
not !ft any wa/ sugge t^ that vt keep actexip.tlng reccr^s 
to feparaie rer^gotlatlon COSU* The rrriew necesiirlly, 
there fort could address lUtlf 0&1/ to an cxaalnatlon 
of esttcates. 

It should especially be reco9n1zed that the addltloial 
cost to ceet tht re^ufreaenu of prtt^^^d le^Utatton 
can only tt tn eivS^_te. U <s o:?t^iDut. L^refort , tMt 
no hlltorfcil <f&cu-*nut!on tjttsts. BeyWjd Iht prtstrtt 
requireacn: of 3*, 28 fuH-tto- tqglralent ecT>loyees to 
^et Currer^: renejotlatlon uturs. It Is our estlute 
that there wpuld be an •<kiftlDfta1 AZ fylT-tlpe equivalent 
wploycei r*qwlred to toeet the requireaents of pending 
legislation. 

If thf Ttv pifdn aeree with the eethodology followed to 
develop our estlcates. It follow that Uiej ou^t essentially 
asree vltn the estlcates. If they a^nec Mlth the estl&ates 

(or at 'iet^t approitltiately to) they cannsi Ptaiontbly 
conclude t^et tJ>e only cost to be e Iclnated s that of 
an outs oe ittort^ey Rather, It caa only logically be 
eoncludfd t,*iBt our renegotiation costi as esilcatcd 
vojld be e 1e^1nated If there was in fact no renegotiation 
reQylreaent, 

Ve Mould appreciate It If a copy of this letter could be 
nade a part of any suteoents 6A0 uy Mke on this natter 
or any distribution of the review report. 



ncereiy yours. 



Sincerely yours. 

Robert HcLelUn j,-., 

cc: Kr. Richard CottsM 

U.S. General Accounting Office 
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BCWLETT^PACKARD COMPAWY 
Xn testlBony before the O.S. Senate CoBAittee on Banking, 
Bousing and Orban Affairs in June 1977, David Packard, Cbair- 
■an of the Bewlett-Packard Cospany (BP) ttattd it cost blB 
coapany between $160,000 and $180,000 each year to deal with 
renegotiation setter a* To support these costs, Bevlett-Paekard 
staff provided GAO with the following stateaent of renegotia- 
tion costs for calendar year 1976* 



Order processing costs 

Renegotiation report prepara- 
tion costs 

Additional requested information 
costs 

Data processing costs 

Other renegotiation-related costs 

Total 

a/ Rounded. Also, Scvlett-Packard Company's cost schedule 

** contained two estiaates for order coding costs which differ 

by $49rS00. The larger asount would increase the total 

cost estimate to $247,000. 

b/ Rounded 

The above costs include those associated with preparation 
of the contractor's 1975 renegotiation filing and accumulation 
of data for the 1976 filing, as well as costs incurred to 
provide the Renegotiation Board with additional information 
relating to the contractor's 1972 filing which was assigned 
by the Washington Renegotiation Board to its Western Region 
for review for possible excess profits. 



S6 



' Cited 
by B-P 


Bsamined 
by GAO 


$ 77,000 


$ 70,000 


82,000 


82,000 


20,000 

9,000 

10,000 


20,000 
9,000 


a/$l98,000 


b/S181,000 
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TO tvaluatt th« validity of tbo costs cited to cosily 
with tht rtnogotistion roquireaonts, wt sssaintd tho basis and 
support for $181 #000 (91 porcont) of tbo cost spocifiod on 
Btvlttt-Fscksrd Coapsny's ststtmant of costs. Xn stansry %fO 
found that I (1) Bost of tho costs sro bsstd on ostisstos of 
staff tiaa txpondod on various ronogotiation satttrs which can- 
not ba raadily validated dua to an absanca of formal dociaon* 
tation and rtcords of actual staff tiaa chargad to rantgotia* 
tions} (2) docu9tntatlon is available in tha fora of corras- 
pondanca and worksheets which indicate a considerable effort 
was expanded on renegotiation aatters by tha contractor's 
staff and that in this context there are costs involved s and 
(3) about $147,000 of the $181,000 relate to activities which 
are recurring, the resainder were related to nonrecurring 
activities. 

Generally, we were unable to identify the increaental cost 
associated with these recurring activities because aost of tha 
Hewlett-Packard Coapany staff involved in renegotiation davota 
a relatively «Binor portion of their total tiae to this activity. 
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Tb« following chart is a brtakout of tiM $181 #000 %ft 
•zaain*d» classified into tha aajor araas of ranagotiatioa 
affortt 

Annual ranagetiation filing SlSftOOO 

Annual standard coaatrcial 

articlt and class asasption ttOOO 

Annual nav durabla productiva 

aquipcBcnt axtsption 5»000 

Davelopaent of ntw serias of 

ranegotiation coaputtr prograas 14»000 
Additional inforsation provided 

board regarding 1972 filing 1S>000 

Total a /$iei>000 

a/ Costs cited were rounded to nearest $1,000. 
BXCKGROryp OS 

HEW:.£??-rACKAiO COXPAXY 

Hewlett-Packard Coapany is a aajor designer and aanufae* 
turar of precision electronic equipaent for aeasureaent* 
analysis • and coaputation. The coapany aanufactures aore than 
3,500 different products in approxiaately 30 product divisions. 
Bach division is organized to function like a separata business 
with its own set of products, research and davelopaent labo- 
ratories, aanufacturing facilities, and aarketing and adainis* 
trativa staffs. Product divisions are organized into six aajor 
product groups: 
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(1) eltetronic test and acftsuring instruatnts and systems, 
C2) coaputeri and cosputcr-b.istd syittas* (3) calculators* 
(4) solid-statt cospcnants, (5) aedical alactronic products* 
and (6) altctrenic instruatntation for chtaical analysis. 

Btvlett-Fackard's 33,000 eaploysts art spread out aaong 
aanufacturing plants in 17 locations in tho Dnitod Statas and 
8 o^erstas. Tht cocpany alto has 172 salts offices in es 
countries, of which about 70 are in the United States. 

In 1976, B-F passed the hfllioa dollar aark in sales for 
the first tiae with earnings foi the year of $90.8 aillion. 
International orders account for about half of B-F's business. 

For 1974, B-P reported renegotiable sales of $113 aillion 
out of total sales of over $884 aillion. Bewlett-Fackard 
reduced the actual sales subject to ;*<«ne90tiation to $24 aillion 
by claiBing $89 eillion in exeaptions. The exeaptions claiaed 
consisted of $42 Billion under the standard coaaercial article 
exesption, 1/ $33 aillion under the standard cosaercial class 
exeaption, 2/ and $14 aillion under the new durable productive 
equip&ent exception. The standard coaaercial product article 
and class exeaptions are not 8.nndatory as they can be waived 
by the contractor and, therefore, it is the contractor's option 



1/To obtain this exeaptlon, at least 55 percent of the total 
sales 0i each product aust be nonrenegotiable. 

2/To obtain this exeaption, at least 55 percent of the total 
sales of each class of products oust be nonrenegotiable. 
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wbctbtr or not to dtvott additional tiitt dovolopin^ and 
supporting tbese txteptions* 

Btwlttt-r«c(ard*s 197S renegotiation filing vhich was 
submitted to tbe Renegotiation Board in January 1977 was 
cocparable to the 1974 filings in that it contained approsi* 
aately the sase perteTit^^%^'^b^ Vtf^i^ll^blV m^VtoT-irhleh 
exeaptions vere.claised (79 percent in 1974 and 77 percent 
in 1975). Xa 197S9 renegotiable sales reported totaled 
$126 Billion and exe&ptions» $9? Billion* 

The Renegotiation Board official told us B-F*s renego- 
tiation filing differs froa other contractors' filings in the 
extent to which renegotiable sales are claiaed as ezeaptions. 
Board officials stated that the percentage of renegotiable 
sales claimed as exeeptions is high and that the total dollar 
aaount is net only high but quite unusual coapared to other 
contractors, the Board reported that in 1974 the exeaptions 
claiaed by S*r represented 8 percent of all exeaptions claiaed 
under the Renegctiation Act by all contractors in all industvies. 

Bewlett^Fjckard cited the 10 following activities as 

annually perferacd to prepare the renegotiation reports. 

!• The eodin? of ea?h doaestic order as either a 
renegotiable priae contract sale, a renegotiable 
subcontract salei, or a nonrenegotiable sale. 

. 2. The annual extraction and suaaarixation of data 
' relating to actual shipaents to obtain renego- 
tiable sales. 

3. The reccnciliation of renegotiation sales data . 
. to official aeeauAting reco.rds and .tax return. 



60 



Digitized by 



Google 



295 



4. Tht identification and summarization of sales 
eligible for the standard cosmercial products 
class exemption by product class. 

• 5* The identification and summarization of those 
sales not eligible for the class ekcmption but 
eligible for the standard cp=ercial products 
article exemption by specific product* 

e. The review and identification of the sales not 

eligible for the standa d cosaercial products 
exemption but possibly eligible for the new 
durable productive equipment exemption. 

7. The summarization of sales by a-P i^iviiions as to 
renegotiable prime contract « reneootiable sub- 
contract, and ftonrenegotiable and' the reconcilia- 
tion by each division to their official accounting 
and tax records. 

8. The calculation of cost of goods sold relating to 
renegotiaMe sales which requires toe identifica- 
tion and elimination of intra-corporate 4ele*, the 
reclassification of material labor and overhead 
transfers, the summarization of research and 
development and manufacturing overhead expenses 

by major account. 

9. The classification of other income and expense items 
such as eariieting by major account. 

10. The preparation and filing of the annual renegotia- 
tion report and required schedules. 

Hewlett-Packard also codes each domestic order as eitbsr 
a government or commercial sale for use in claiming the stand- 
ard commercial products (catalog) exemption from submission 
of cost or pricing data under Public. Law 87-653 (Truth-in- 
Negotiations Act). The coding of a sale for eospliance with 
Truth in Negotiations regulations and the Renegotiation Act 
is performed by the same B-P order-processing elsrks, along 
with other coding tasks as part of the process necessary to 
input a sale into B-P*s computerized records system. However, 
different codes are used and different computer reports are 
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9tn«rat*d to Identify standard eouBercial products imdsr 
•sch of tht two lavs. This is noccsssry ^causo not all salas 
to tha Government are renegotiable sales* For ezaaplo* a sales 
to the Veterans Adainistration or Departaent of Health* Education 
and Welfare would be considered a Covernaent sale under 
Truth in negotiations regulations, but as a nonrenegotiablo 
sale under the Renegotiation Act. 
ORDER CODIWS COSTS 

Bewlett-Fackard cited $77,275 as the cost associated vith 
the identification and coding of individual sales (custoaer 
purchase orders) as renegotiable or nonrenegotiablo. We 
ezaained B-F*s support for $70,825 of this cost which consisted 
of labor and fringe*benefit costs for order processing clerks 
($49,500) and supervisory personnel ($12,500), and occupancy 
costs including the telephone ($8,825). 

Bewlett-Packard's governaent reporting aanager, who pre- 
pared the cost statement, told us these costs are estiaates 
because B-P staff do not separately record and report the tiae 
they spend on renegotiation. Be also told us the estiaates 
were not based on tiae and action studies on how order process* 
ing clerks spend their tiae. The $49,500 cost estiaate for 
order processing clerks was based on an estiaate of 1 minute 
per order to code a sale for renegotiation. 1/ He iftre also 



1/B-F's stateaent also contained a $99,000 figure based on 2 
" ainutes per order. B-F*s Governaent Reporting Manager stated 

different estiaates were received over the phone froa the 

coapany*s regional sales order aanagers. 
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I told the $12,500 supervisory cost was a rough tstimsto of 
the BinisiuK annual cost, and it was not based on any specific 
study, or ir.^uiry, of the tiue supervisors spend reviewing 
the work of order -processiav clerks regarding renegotiation. 
The $8,8?S cost estimate was based en 1/90 of the total 
occupancy and telephone cost associated with order processing 
because 1 of the 90 itens on the order coding sheet deals 
with renegotiation. 

nationwide, H-P has approxiaately 70 sales offices and 
the equivalent of abou^ 200 order processing clerks who 
processed approzisately 450,000 orders in calendar year 1976. 
We visited one large sales office with 13 full-tiae order 
processing clerks to ascertain how Buch time was devoted to 
renegotiation coding and if any of the clerks* jobs would be 
eliainated if renegotiation requirements were discontinued. 

Our discussions with the sales office aanager, two 
supervisors, and three order processing clerks disclosed 
that the effort involved in coding an order for renegotia- 
tion can vary greatly from a natter of seconds to considerably 
Bore tiee in those instances where it w£s necessary to follow 
up with a custoser to obtain additional inforaation regarding 
renegotiation. The sales office personnel we contacted were 
unable to provide us with an estiaate of how auch tiae they 
devoted to renegotiation coding because it is only one of aany 
natters they dealt with when coding a sales order. The sales 
office aanager further stated that no sales office positions 
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would b« ellainat«d if renegotiation coding requirtaents were 
discontinued. 

Bevlett-Feckard*s order-processing clerks •zsaine indi* 
vidual incoaing sales snd code* on s worksheet for keypunching t 
whether the sale is subject to renegotiation* At the same tiae» 
other inforaation is also entered on the worksheet for input 
into B-?*s coaputerised records systea. Aaong this other 
inforaation are the following: (1) whether the sale is a Govern- 
aent or coaaercial sale under Public Law 87-653} (2) the cus* 
toaer's purchase order nuaberi (3) any governaent contract 
nuaber; (4) the priority rating i (5) the required delivery 
date I (6) whether the sale is taxable } (7) which salesaan gets 
the coaaission; (6) any applicable discounts; (9) the quantity, 
product nuBber« and the price for each itea ordered; -(10) where 
to deliver; and (11) where to invoice. 

To get soae idea of the effort involved in coding an order 
for renegotiationt we exaained 36 recent sales, 11 of which 
were provided by B-P in response to our request for exaaples 
where the coding. for renegotiation was not routine. For the 25 
sales pulled at randoa by B-P staff fros their sales files, we 
were able to readily ascertain froa the inforaation contained 
on the cttstoaer*s purchase order whether the sale was subject 
to renegotiation. 

He also had no problea ascertaining whether the sales 
.were jenegotiable for the 11 sale.'i which B-P aaintained soae 
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problta vat encountered by tl^e order-processing clerks la 
coding for renegotiations. We coold envision that an order 
processing cleric oay have had a question on how to code the 
orders, but, in our opinion, the cleric's supervisor should have 
been able to resolve the question without any followup with 
the custoner. 

In the case of six of these 11 orders, sufficient infor- 
nation was available to clearly identify whether the sale 
was renegotiable. For exaaple, one order was from a Oniversity 
of California activity located at a Veteran's Adffiinlstratlon 
Bospitali a second order was from the Tennessee Valley 
Authority! and, a third from a customer with an address at 
Arnold Air Force Station and a Department of Defense Priority 
rating specified in the order. 

Three of the 11 orders involved processing a change order 
and recoding for renegotiation based on Additional information 
contained in the customer's confirmation (purchase order). 
Bowever, the additional information also changed the comner- 
ciality coding under Public Law 87-653 for all three orders, 
the Department of Defense priority rating for two of the orders, 
and the government* contract number for one order. Sufficient 
information was contained in the confirmation to identify the 
correct renegotiation coding. 

Coding the remaining two sales for renegotiation probably 
involved additional time and judgment on the part Df the order 
processing clerks or their supervisor, but in our opinion, there 
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should not have btcn any si^niSicant problos. Both ordtrs 
involved possible exclusion froa renegotiable sales based on 
*the under $1,000 and required delivery in less than 30 days* 
ezeaption provision* One order f ros the Energy Research and 
Development Administration specified the required delivery 
date as *iB3ediate* trhich B-P staff claimed presented a prob- 
lem as to whethf r the order should be considered as -requiring 
delivery in under 30 days. The second order, from the Air 
Force, involved an amendment which slightly changed the price 
discount. Bevlett-Fackard staff claimed this presented a 
problem as to whether the original order date or the amended 
order date should be used when applying the *under 30-day 
required delivery date* provision for exclusion. 

REKES0TIA7I0S' REPORT 
»>KE?AKVr!6s tU^TS — 

The renegotiation costs listed by B-P for calendar year 
1976 included $81,620 for renegotiation report preparation 
costs. He examined B-P*s support for the $81,620 and noted 
that, for the most part, it consisted of estimates of staff 
time devoted to various renegotiation matters, and that these 
estimates were not based on records or reports of actual time 
charges. Since B-P*s staff do not record the time they spend 
on specific jobs of this nature, we were unable to verify 
the accuracy of the $81,620. B-P staff did show us supporting 
documentation which consisted of correspondence, memos, sched- 
ules, workpapers, travel records, and computer reports with 
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extensive B«nu*l notations which indicated a considtr*ble 
amount of staff tiat was «xp«nd«d in praparing rantgotiation 
raports* 

By ravieving availabla docuaantation and from discussions 
with B-F staff mambers* wa identified the four following rene* 
gotiation tasks as those which were included in the $81*620 
total t 

1. Preparing the annual renegotiation filing. $59*281 

2. Applying for the standard coauLireial arti* 

cle and class exemption. t9261 

3. Applying for the new durable productive 
equipment exemption. S«311 

4. Developing a series of new computer 

programf. 8>76 7 

Total $81>€2 

The $S9,281 associated with preparing the annual renego- 
tiation filing consisted of $42,860, attributed by B-P*s staff 
to the effort involved at the company's various divisions, 
and $16,421 to the effort at corporate headquarters. For the 
$42,860, we were told by B-P*s government reporting manager 
that he estimated the salary and fringe-benefit costs a divi* 
sion would expend in rasponding to his request for information 
on the division's sales and cost of goods sold. We were shown 
a January 1976 request sent to the company's 28 domestic divi- 
sions which involved Completing five schedules. We verified 
that the divisions completed the schedules. We contacted a 
cost accounting supervisor at one division who told us the 
division devoted approximately 12 staff days to complete the 
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scbtdules, and that tht schedules were not needed by the divi- 
sion for any other purpose. B-? also provided us with cost 
estinates to complete the saae schedules in 1977 which were 
telephoned to tht corporate office by six of its divisions. 
The estimates ranged from $342 to $2,724. 

The $16,421 corporate reporting costs consisted of esti- 
mates of salary, fringe benefits, travel, and occupancy costs 
which B-F's government reporting manager told us he arrived 
at, based on his personal knowledge of what was done during 
calendar year 1976, and his review of various correspondence, 
calendar notations, travctl vouchers, and workpapers. Be also 
identified the specific staff members involved. Ke examined 
various workpapers which contained renegotiation information 
scheduled and computed on a divisional and consolidated basis. 
We also confirmed with the Renegotiation Board's Western Region 
that they expect a contractor to develop renegotiation data 
on a division basis and to be able to reconcile such data with 
the contractor's official accounting records and financial 
statements. 

The $8,261 in estimated costs associated with applying for 
the standard commercial article and class exemptions consisted 
of salary and fringe benefit costs. B-P's government reporting 
manager told us be estimated the amount of staff time he and 
his staff spent on this task in 1976. Be showed us the infor- 
mation sent to the Renegotiation Board, workpaper schedules, 
and a computer listing of sales by division and product number 
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with txttnsivc Banual netatieni and eoaputations relating to 
standard eosaereial product class and articlt sxMiptions. 

According to B-P*s government reporting Kanager, the ^ 
$5 #311 estimated cost of applying for the new durable produc* 
tive equipment exemption was arrived at by estimating bow 
much time be and bis staff devoted to the effort and also 
the time spent by the various divisions* staff be contacted. 
Be provided us with a four page listing which identified 
some 22 tasks per formed t, the names of the division staff 
contacted and the estimated staff hours involved. 

Tbe $8,767 estimated cost xelating to developing a series 
of new computer programs to extract renegotiation information 
from B-?'s computerized records system consisted of salary 
and fringe-benefit costs. To support their estimate* B-P's 
government reporting staff shoved us correspondence sent 
to the company's divisions requesting information, informal 
notes taken at meetings, computer program flow charts devel* 
oped, and the Identification of B-? computer staff contacted. 
Ke contacted one of tbe computer staff members cited who 
confirmed an effort had been expended developing a new series 
of computer programs for renegotiation. 
ADDITONAL RSQUESTED IKrORMATIOM COSTS 

Bewlett-Fackard cited $19,800 as the cost to comply pri* 
Bfrily with the Renegotiation Board's requests for additional 
information during calendar year 1976. ' Mbile we were unable 
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to ▼«rlfy th« accuracy of this elaiatd eoit» w» exaAintd l-P't 
support and r.ottd that $14,800 was attributtd to tho tffort 
Involved in providing information conctrning B-P*s 1972 
renegotiation filing which was under assignaent to the Board's 
Western Region* and $5,000 was attributed to the tine devoted 
to renegotiation matters by the next level B-P manager above 
the B-P government reporting manager. 

Xn support of the $14,800, B-P provided us with a three 
page listing, by month, of the government reporting manager's 
cost. estimate of the staff days and travel devoted to providing 
the Board with additional information* The listing cited tele* 
phone contacts with the Board, visits to the Board, and revised 
cost and sales information provided the Board. Ke examined 
selected travel vouchers, correspondenieo at.d detailed workpaper 
schedules that supported the fact that the Board had requested 
additional information and tnat S*P had expenoeo .some staff 
time to develop the information. 

Bewlett-Packard*s government reporting manager told us the 
$5,000 attributed to the time his former boss spent on the 
renegotiation was in addition to this indiviudual*s time already 
included in the above $14,800. Be also stated the $5,000 was 
a rough estimate for which he had no specific support. We eon* 
tacted the individual involved and were told he was rssponsible 
for three B-P departments at the time, one of which was Govern* 
ment reporting. Be was unable to provide us with a precise 
estimate of how much time he devoted to renegotiation matters. 
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during calendar ytar 1976, but did ttatt that, in bit 
opinion, tht $5,000 figurt would not be unreatonablo* 
DATA^PROCEFSIKS COSTS 

8evI«tt*Packard cited $e,5€0 at data processing cottt 
attociated with its renegotiation efforts in calendar year 
1976* He examined B-F*s supporting docuaentation and noted 
tbat $4,76D was related to the developaent and testing of 
a series of new computer programs, and $3,000 was related 
to coapiling renegotiation sales information for the annual 
filing vith the Renegotiation Board. 

Za support of the $4,760, B-P showed us computer service 
billings and correspondence from the coapany*s Corporate Mar* 
Rating Service* He contacted an official of Corporate Karket* 
ing Service and were told that $4,360 was based on the actual 
hours spent on the new cosputer programs by two programers and 
the estimated time spent by a third prograaer. He were also 
told the salary rate used for programing was BtP's standard 
rate charged for such services. An additional $400 was sup* 
ported by billings for cosputer time which we were told 
was used to generate a mid-year trial eoaputer run to ascertain 
if portions of the 'existing eoaputer renegotiation sales 
program would be acceptable for incorporation into the new 
series of programs under development. 

To support the $3,800 computer cost related to compiling 
the renegotiation sales information for the annual filing, B-F 
also used the same aforementioned computer service billings and 
correspondence. Prom this documentation, B-P staff identified 
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$I»200 of eoeput»r tint using the r.ev stritt of coe^ttr 
progratts, and $1,800 of cor.puter tise csing the prior prograat* 
2n addition, R-P*s government reporting aanager told us $S00 
was included to cover the coniputer ti»e incurred by the various 
B-P divisions for renegotiation purposes. 
OTHER REKSSOTIJ^TIOV RELATSD COSTS 

Xn additional $9,920 was cited by B-P as relating to 
attendance at renegotiation seminars, visits to various cospany 
divisions to discuss renegotiation »atters» discussions of 
renegotiation setters at contract nanagers* meetings* work on 
formal renegotiation procedures, and a task force's efforts 
in developing renegotiation and comaerciality guidelines for 
order-processing clerks. Due to the relatively small amount 
ir.'Tolved and our tight reporting deadline, we did not examine 
the support for these cited costs. 
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HD»iCT7*^AeKAIlO COW»*MT 



ilngnst 25. 2977 



Mr. Richard W. Gntmtr.n, JDireetor • 

^oeuremeat & Systems Acquisition Division 
General Accounting OlXice 
441 G Street, K.W. 
Washington, D.C. 20548 

Deal Mr. Gntmasn: 

We aclsotiled^e the ci^pnr tcnitr to read ^onr Workpaper 
Summary entitled "Hevieu- of Henegotiatioa Act Compliance- 
Costs Cited by H':u-le:t- Packard Company in Testimony 
Before Sena'.e Committee on Banking, Housing and Urban 
Affairs, " Code 950422. 

We are disappointed that the document does not reflect either 
of the t«o ma}or ; 'dints ue made during the emt interview, 
on Tchich all of cur pzrdcipants helieve there was some con- 
currence by members of your audit team. We here reiterate 
the points and then their sigr'ifiCAasct in the larger context 
In which we sought the audit. 

1. On pages 6 and 9 in particular you contra that com- 
pliance with the RenegoriatioQ Act requires a substan* 
tially different coUecacn and aggregation of data than 
that required under PL 67-653 (7r-3th is. Negotiations 
Act). This Ending is basic to any assessment of the 
challenge raised to our testimony before the Senate 
Committee on Banking, Housing and Urban Affairs in 
June of this year. As such it must be reflected as a . 
separate item in the summary findings on page 2. 
Ftirther, Ccn^ess needs to Imow that there is a sub- 
stantial difference in the reporting requirements of 
these two acts and that compliance with Truth in Nego- - 
tiations does not relieve the contractor oi the burden 

of compliance with Renegotiation. 

2. Your summary chose to emphasiae that our **ostisiates 
of staff time expended on various renegoriatieBi snatters*^ 

• ••cannot be readily validated. •• *'• a poist which recurs 
throughout the Workpaper Summary. Us recurrence, 
however, is always as a caveat to a finding that some 



73 



Digitized by 



Google 



308 



jyir. Richard W. C^itmaxm- 
ilttffiist 25« 1977 
Page 2 



effort was expended aad apparent acceptance of the 
fact that the estimates were neither unrealisUc nor 
Q&reasonable, e. g. ". . . the effort involved in coding 
an order for renegotiation can vary greaUy from a 
matter of seconds to considerably more time in those 
Instances where it was necessary to fallow up with a 
customer to obuin additional informatioQ regarding 
renegotiation" (page 8). la each category of costs 
your Workp&per Summary concicred that suff time 
was expended. In no category does it assert that the 
estimates made were unreasonable or unrealistic. If 
in face you neither challenge nor validate our estimates. 
Congress needs lo have hoth sides of that coin la your 
page 2 summary point. 

The report makes a special point **that only one job would 
be eliminated" if renegotiation was terminated. We questioa 
the validity of this criterion as a measure of incremental cost. 
BenegotiatiOQ is a usk for a great many people uithln Hetilett- 
Packard. If renegotiation is eliminated, usks would be 
reassigned ••a normal and everyday fur^tioo of administra* 
tion« and on a cumulative basis fewer people would need to 
be hired as the company continues to grow. During calendar 
year 1976 it took over 17« 700 hours to comply with the 
requirements of the Renegotiation Act. This cumulative effort 
(tasks) equates to 6-1/2 people. Looking to the future of the . 
company, this means a maximum of eight fewer people are 
needed for aa expaadiag work force if renegotiation is elimi- 
nated. 

We appreciate tliat yon were asked to review our costs. All 
such reviews have a purpose and a cooclusion is sought. 
Although the report ccataias a summary sutement within the 
second paragraph on page 2, it does not include a conclusion 
with regard to whether there is any factual support for the 
charges made by the Chairman of the Renegotiation Board in 
bis testimony before the Senate Committee. You will recall 
tiiat the Chairman made two points: (1) the Hewlett-Packard 
estimate of compliance is "erroneous in every respect'* 
dines 12 and 13, page 189)» and (2) "the records the con- 
tractor mainuins lor Public Law 87-653 are identical to 
those required for renegotiation," and therefore the eon- 
tractor "was Irresponsible, if not misleading" in submitting 
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Mr. Richard W. Gutmum 
August 25» 1977 
PAgt 3 



testtmony to Congress thst **tht cost of such recordkteping 
it attribuUblc to the renegotiation process*' (line 21, page 189* 
.through line 2, page 190). Similar sutements appear in the 
tostiznony beginxiing at line 16« page 212, through line 10. 
page 214. 

We believe *tiie Senate Committee and Hewlett-Packard are 
entitled to a direct answer to such charges to the extent 
that the findings of the audit address these issues. Further. 
tt»e answer to the charges must be on the public record along 
with the charges themselves and must have the visibility of 
Inclusion in the summary. 

It is our hope that aU of the concerned parties in this issue 
of renegotiation will have benefitted from this audit. We 
believe it has been helpful in understanding the magnitude of 
effort required and the extent to which a regulation of this 
Idnd can permeate throughout a commercial contractor's 
organization. 

Sincerely, 



(^sC^^^^^y^ 



Robert L. Boniface 
RLB:ac 

cc: H. J. D'Ambrogia, CAO, San Francisco 
John Young, E::ec. V.P, Hewlett-Packard 
David Packard 
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TCLEDTWE, IWC . 
Ht contacted Hr. Birry Sbilllto, vice president, Teledynt* 
Inc. 9 in order to validate the cost of compliance estimate 
provided durins recent Senate Banking Cosaittee bearings". 
Hr. Sbillito advised us that bis testinony was not based on 
company cost estimates. The $20,000 estimate per Renegotiation 
Board filing was based on personal experience* intuition* 
and discussions with members of the Financial Executives Insti- 
tute. In essence* bis testimony was based on Financial Execu- 
tive Institute data presented in Rouse and Senate testimony. 
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AEROSPACE IWDOSTRIES ASSOCIATIOH 
OF AMERICA, INC. 

Tht aeabership of the Atrosptct Industries Association 
of Aaerica, Inc. (AXA), is coaprised of soat 4S corporstionsr 
■any of which are najor Departnent of Defense and National 
Aeronautics and Space Administration suppliers. The Associa* 
tion has testified several tiaes concerning the renegotiation 
process, aost recently before the Senate Coaaittee on Banking* 
Bousing and Orban Affairs in June 1977. During these hearings 
AIA testified that a survey of aeaber coapanies indicated 
that costs to industry to coaply with the Renegotiation Act 
were twice as great as aaounts recovered by the Renegotiation 
Board. 

We obtained the study upon which the AIA based its esti* 
Bate that industry costs were double the aaount returned to 
the Treasury. The study was previously supplied to the Joint 
Coaaittee on Internal Revenue Taxation in Septeaber 1975. The. 
study was based on FY 1970-1974 inforaation. The AIA states 
that as a trade association it does not identify any particu- 
lar company but only publishes survey figures in the* aggregate. 
Pursuant to such policy, supporting data (i.e., input froa aea- 
ber corporations) has been destroyed. 

* The AIA calculated thkt the average annual cost to indus- 
try during the period 1970-1974 was about $4S aillion, whereas 
according to Jlenegotiatibn Board reports, and assuaing a SO 
percent tax rate, the average net return to the O.S. Treasury 
was approxiaately $24 aillion. These figures would support 
approximately a 2 si ratio. 

77 
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Tb« method us«d by AXA. to ealculatt svtrAQe annual industry 
costs is as follows! 

Nina of tbe largest AZX member companies were surveyed, 
7hecost to comply ranged from a higb of $22S»000 to a low of 
$50 #000. Tbe total company costs were divided by tbe number of 
organisational entities in eacb company and tbe average annual 
cost for eacb organizational entity involved was $S«865* Mben 
tbe very bigb and very low cost-to-comply estimates were dis* 
counted* tbe AXA survey indicated tbat a figure of $100,000 for 
a large company and $5 #000 for a small company woi'*d be reason- 
able. Tbe cost for a small company Is based on tbe assumption 
tbat it would incur costs similar to an organizational entity 
of a large company. As noted previously, we did not bave access 
to tbe data compiled by AXA to verify its accuracy. 

Tbe filing companies were stratified by size and tbe average 

annual industry cost was determined as sbown below. Again, we 

cannot determine th^ v*lioxty of tbis stratification due to lack 

of datai however, the number of filings appears reasonable b'vsed 

on Renegotiation /-Board estimates. 

:ost per 

Total 

$ 2,500,000 

3,750,000 

11,250,000 

15,000,000 

12,850.000 

$45t350.000 . 

'iTbis results in an average annual cost of about $10,300 per 
filing. 

78 



Number of 
filings 


Percent of 
total filings 


Cost per 
filing 


25 


.6 


$100,000 


50 


1.1 


75,000 


225 


5.2 


50,000 


1,500 


34.3 


10,000 


2,570 


.58^ 

100.0 


5.000 


4,370 
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COMPARISON OF CONTRACTOR ESTIMATES WITH 
R£NEG0TIA7I0N- BOARD STUDY 
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COWPARISOy OP COMT!lACTOR ESTIMATES WITH 
RENEGOTIATION BOARD STUD^ 

Zn March 1977 » tbt Rtnegotiation Board coapleted a study 
for tba Office of Manageaent and Budget on industry costs of 
renegotiation. The study estimated that the average contrac- 
tor's cost to file was over $3,300. When multiplied by the 3,067 
filings received in PT 1976, the projected total cost to indus- 
try is over $10 million each year. 

We were informed by the Board that its estimated cost repre- 
sents the cost per individual filing. When a company with a 
divisional corporitte structure files a report, the Board counts 
this as a single filing. But when a company that has subsidi- 
aries files an "IB Pc. 1 report, each subsidiary must also file 
a report. Tiier*^ fil v« ar^ counted as separate filings by the 
Board. The indicated ctst cstimv^.es by the Board for the three 
firms in its analysis ire just for the parent companies and do 
not include the filing cost for any subsidiaries. Por example,, 
we were told that the Board's estimate of $325 for Bopeman 
Brothers discussed below, does not include the filing costs 
of its four subsidiaries. Purther, the $130 estimate for Astro- 
systems, also discussed below, d %s not include the filing 
cost of its subsidiary. 

The Renegotiation Board analysis viis based on data for three 
different contractors. These three contractors were selected 
because the Renegotiation Board believed the contractors' renego- 
tiation costs to be typical of companies with similar sales 
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voluB*. The three contractors, AstrosysteDs, Inc., Bopenan 

Brothers, Inc.; and Martin Marietta had renegotiable sales of 

about $1.1 million, $10 million and $275 million, respectively. 

All three cases were assigned to regional boards and costs were 

estimated for the initial filing and subsequent expenses when 

an assignment was made. The following table illustrates costs 

to the contractor. 

Cost of Renegotiation 

80 perceni 
firm 

ASTRO 
Systems 

($1-10 
million 
sales 

volume) a/$130 

Bopeman 

Bros. ($10-50 

million 

sales 

▼olume) b/a25 

Martin 



80 percent 
Onassigned 


20 percent 

assigned 


Total Avg. 
cost of 
group 


Percent 
of 
filing 


Average group 

cost X filing 

percent 



$2,080 



3,575 



$520 



$75 



35 



55 



182.00 



536.25 



Marietta 
(OveT $50 
million 
sales 

volume) 16,250 

Total 



65,000 26,000 



10 
100 



2,600.00 
8 3,318.25 



a/The Boards estimated cost of compliance with the Renegotiation 
Act tor the company including its subsidiary company would be 
$260. 

b/The Board's- estimated cost of compliance with the Renegotiation 
"" Act for the company including its subsidiary companies would 
be $845. 
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Ztt all thr«t €••••, direct labor •xptnses vtre ealcolatad 
by Bultiplying salary rata and langth of tiaa required. KIX 
direct labor was increaaed by 30 percent to account for fringe 
benefits. Ho other cost elesents were included in the analysis. 
As shown in the table* the costs to comply increased draaati* 
cally when the filing was assigned to a regional board. 

We contacted the three contractors included in the Board's 
analysis. Ne were able to obtain infornation at two firss. 
The large contractor* Martin Marietta* coul'^ not prepare cost 
estimates within the timeframe of our review. The results of 
work at the medium contractor* Bopeman Brothers* indicates that 
the estimated costs ascribed to it in the Board's study ar«. 
onder stated. The degree to which it is understated cannot be 
determined. 

Regarding the small contractor* Astrosystems* Inc.* we 
believe the estimated costs in the Board's study may have been 
understated because the Board's estimate did not contain pro* 
visions for all of the types of costs that the contractor 
claims to incur in complying with the Renegotiationr Act. 
Although data obtained from Astrosystems could not be substan- 
tiated* we believe it is reasonable to assume that Icosts of 
this' nature are in fact incurred in complying with the act. 
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ASTROSYSTEMS, IWCORPORATED 

Scope and work done 

We obtained and reviewed the Astrosystems, Inc.* edsts of 

cotiplying with the renegotiation requireaents. Oui review > 

included discussion of the contractor's supfiort and rationale 

i(Qr,the cost data prepared and a test of data in support of 

the costs. He also reviewed the information contained in the 

Board's analysis of renegotiation filing costs as it pertained 

to "A* conpany by /iiscussions and review of pertinent data 

at Astrosysteas. 

Data froo contractor Included 
In _t h e Boar d ^ g s t uoy 

Astroaysteas, Inc., is engaged in the design and aanufac- 
ture of electronic and electromechanical products for precision 
sonitoring and control of military, aerospace and industrial 
processes. Zt has two wholly owned subsidiaries. 

Contractor representatives said that Astrosystems files an 
RB Form 1 (Standard Form of Contractor's Report for Renegotia* 
tion) for its consolidated business and also files separate 
RB-l's for Astrosystems and one of its subsidiaries. We were 
told that Astrosystems has renegotiable and nonrenegotiable 
sales and does both prime and subcontract work. The contrac- 
tor's representatives said that Astrosystems usually files and 
is granted, for renegotiation purposes, the commercial article 
.exemj^tion and makes use of the exemption for certain durable 
test equipment it sells. 
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According to Astrosysttms' XB-1 report for its fiscal 
year ended August 31 # 1976 • the coBpany*s total sales consisted' 
of the following t 

Total 

C OOP oaitted ) 

Renegotiable sales $2,347 

Nonrenegotiable sales 

Comaercial article exeaption -149 

Durable productive equipment 

•xefflption 1#048 

Other 2,704 

Total $ 6,248 

Astrosystems' costs to comply with the renegotiation* 
requirements were, estimated at about $12,600 annually accord- 
ing to information developed by the contractor. These costs 
were based on its experience in preparing R3-1 filings. 
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fcfinual Costs for Coepj.vjng with 
Rg n e g Q 1 1 fl 1 1 Ti~ fig q g I re;se n t a "" 

Preparatton pf R3-I Report Aaoont 

Order coding, correspondence end followup 
(as to rtnegotiibility with customers, 
anelysit end auaaery of sales invoices 
including pc^li^inazy analysis for durable 
productive test equipttent, qo&aiercial article 
classification, and related supervision $2,950 

Deters inatlon of costs and expenses related 

to Ttnegotiable sales, preparation of RB-1 

and supporting schedules 1,9S0 

Determination of commercial class of articles, 
durable productive test equipment, final 
Banagement review of RB-1 and schedules 1,500 

fC,460 

Fringe benefits (15 percent) $ 1,000 

$7,400 
Outside accounting and legal costs related 
to RB-1 preparation, footnote to annual 
report 5,200 

Total $ 12,600 

The $12,600 company estimate compares with, the $260 cost 
estimate of the Renegotiation Board discussed earlier. Astro- 
systems* costs are essentially a detailed estimate prepared by 
the contractor's controller who has been directly involved in 
the RB-1 preparation. He verified the weekly salary rates and 
fringe-benefit factor used to determine the costs incurred. To 
the extent that the costs were based on estimates of personnel 
time spent on work related to the RB*1 report or were alloca- 
tions of costs for outside legal and accounting services, they 
are not, in our opinion, susceptible to audit verification. 
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! M noted that Astresystcms* SB-l report was eopportod by a 
file of worksheets, sumaerizations and amxlysla. We also 
observed a nass of naterial, supporting worksheets and data > 
which was prepared in response to the Roard*s assignaent of 
Astrosysteas* FT 1969 results. Our observation of these mate* 
rials and discussions with contractor representatiTes indicates 
that substantial effort was involved in coaplying with the 
renegotiation requireaents. 
The Renggoti^tlor^ Baord analytli 

Representatives f roa Astrosysteas disputed the costs con* 
tained in the Board's analysis transaitted June 9# 1977, with 
respect to "A* Coapany." They stated that they also disagreed 
with figures they understood had been quoted during hearings 
on the *>ill. 

According to a copy of a letter of June 2, 1977, Astro- 
systeas wrote to Congressaan Lester Wolff, Hew York, advising 
hia of its estiaate ($12,000 per year for filing). The letter 
states that the costs attributed to Astrosysteas ** * *, was 
not supplied by Astrosysteas and in fact is considerably 
nnder stated.* 

Astrosysteas* representatives said that no one froa the Board 
had contacted thea to develop the figures cited in the analysis. 
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Conclusion* 

Based on out rtvitw* wt believe that 

—the contractor* a eatiaated costs are docuaanted to 
the extent possible and were realistically described. 

Bowever, all uf the costs a*e based on esti- 
Bated eaployees* tiae that is not susceptible to 
audit verification* Xlso, it should be noted that 
costs related to obtaining ezeaptions are discretionary 
la that contractors have the option of claiaing or not 
claiaing. ezeeptions. 

—the costs cited for A Coap&ny in the Board's analysis 
appear to be understated because the Board's estiaate 
did not contain provision for all of the types of 
costs the contractor claias to incur in coaplying with 
the Renegotiation Act* 
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■QPEHiOr BROTgERS, IWCORPOIUITEB 

loptiMn Brothtrs, Inc., and its fivt doatstie subsidiary 
eoapanits had total salts of about $21 million in tbo yoar 
•nding Docasbor 28, 197S, of which 33 parcant «rara sobjact to 
canagotiatlon* Renenotlablc subcontraets «rara prinarily for 
anginaarinq, Banufaeturlng and inatalling aatarials to outfit 
larga aarina vassals, particularly tha fabrication of light 
shaat BOtal dasks, chairs, lockars, and otbar furnitura. 

Wa contacted rasponsibla officials at BopaBan Brothers to 
detarBina whether conpliance cost estimates had been devalopad* 
lopeiMn Brothers officials told us cost figures had. not bean 
developed, but could be prepared within the time frasa of our 
review* 

At our request, Bopeman Brothers* personnel perfomed an 
analysis of the time required to comply with the Renegotiation 
Act. 

Bo]:^man Brothers did not compile costs to comply with renego- 
tiation requirements as they were incurred. Rather, the estimates 
of direct time were based on employee recollection sdppltmented by 
the work'ng papers retained by Bopeman Brothers which were used to 
file renegotiation reports* Bopeman Brothers officials acknow- 
ledge that their estimates are not documented but believe them 
to be conservative. 

Several Bopeman Brothers' officials were directly involved in 
the renegotiation process. The officials worked on renegotiation 
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aatt^rs rn an •^•nMdcd tasis. hll rtntgotiation •fforts vtra 

Mid« afttr all tax and financial accounting raqairaaanta vara 

eoqpleted* Sinca tha enployaas involvad genarally apant only 

a amall fraction of thtir tina on r^n^^otlation aattara, va 

vara adviaad that no aaployaaa would ba laid off or poaitions 

ali»iiiat«d if thara'vara no'itenagotiation Act. Bopaaan Brothara* 

anployeaa ara not ralievad of othar dutiaa to daal with ranago- 

tiation mattara, but tbay balieve that productiva, altarnativ^ 

work would ba availabla if thara vara no Ranagotiation Act 

raquiramanta. 

Eatinatas of costs for most recant filing 
(not assigned) 

Bopeman Brothers suboita a total of sis filings per year 

for itself and subsidiaries* As abovn below, Bopaauin Brothara 

astimated its costs for the most recent filing to ba about $2,045. 

Direct salary expense (18 days, total 

of 4 employees) $1,645 

Fringe benefits at approximately 25 percent 400 

Total cost of PY 1975 filing $ 2,045 

The $2,045 company cost estimate compares with tha $845 cost 

aatimate of the Renegotiation Board discussed earlier. This 

filing had not been assigned to z regional board. Bopaman 

Brother* officials identified eight tasks which ware neceasary 

to conqply with the renegotiation process beyond all other tax 

and accounting requirements. It was estimated that 18 days^of 

direct time were required to complete tha filing. Zn addition 



10 



Digitized by 



Google 



824 



to ^mplof— Ml«ri€s, fringe ^benefits^ inelodisg Social 
••earity eontrlbtttions, rttirtKont. iasoranet, ▼•cation, and 
holidays «rara tstiaattd to ba about 25 parcent. 
Coat effect of agg l^naHent 

Bopaaaa Brothara' 1971 and 1972 filings ware aaaignad by 
tha Board, lopaman Brothara astiaatad that diract salary coats, 
for tha assignmant to ba $44,000, plus fringa banafita of 25 
parcant, and ovarhaad costs of $5,010, for total costs of aboat 
$60,000* Thia incladad about 11 nontha of anployeas* and o££i- 
cars' tiaa and 3 waaka' tima for consultations with a public 
accounting f ira ovar a 4-yaar period (1972-1976). Bopaaan 
Brothers relied to a great extent oh aeaory to prep&re theaa 
eatiaates for the 4-yaar asaignment period. ' 

The largest tasks weres (1) to complete a requer*: for 
aignificant detail in March 1974, which Bopeman Brothers esti- 
Bated took at least 4 weeks; and (2) to prepare "Section •* 
Statement of Factors" which Bopenan Brothers estimated took 
about 25 days for officers and employees to. complete. According 
to Bopeman Brothers' officials, one employee spent 3 days with 
a Hanegotiation Board auditor during a field visit and three 
officers spent 1 day with Board personnel during a aubaequant 
▼iait. 

Bopeman Brothers stated that their top management auperviaaa 
the daily operations of the company. They do not have ataff 
personnel competent to handle renegotiation. Thus, ranegotiatioa 
increases the burden of their top management, and thereby raducaa 
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•tbttir •ff«ctiveiiMS in ranaing tb« eospaay. Cost iapaet of 

this rodttction in suporvision, in Bopoaan Brothora* ^iaioa* 

•xceeded tbt direct costs givtn abovo. 

Bopsaan Brothers* estiaate of $60,000 inclodes the assiga* 

■ant cf tiro filings for field review* Sene^otiatlon Board 

cdLf ielaljL tol<.R|i^ for 2 

or aore fiscal years at a tiao for econoay. They aaid it la 

not possible to segregate the coats to comply for each year* 

The Renegotiation Board study treated both assignaents as one* 

Bren though the $50,000 was for two asiigiu&ents , it is Eopeaan 

Brothers' opinion that aost of the renegotiation effort went 

into t:ie FY 1971 filing. Therefore, they believe the cost of 

assignnent for only this 1 year would have been substantially 

the same figure .as for the 2 years. 

BasJg fof Board es tliaate for Hopenan 
Brothers "^ 

Renegotiation Board personnel informed us that their cost, 
figures for Hopeman Brothers were based on estimates of the 
amount of time spent complying with Board requirements. This 
amounted to one person working 2 days on the initial filing 
and 4 weeks on the assignment process which extended over a 
4 year period. The Board's percent figure for fringe benefits 
waa 20 percent higher than Bopeman mothers. Board person- 
nel stated that they only covered the cost of Bopeman Brothers 
headquarters filings, and did not include the cost of filings 
required for Hopeman Brothers subsidiaries. 
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Conclo«ion 

Mm revl^wtd the r*ne90tiation files at Bopeaan Brothers 
end 'discussed the rene90tiation process and their cost esti-* 
Bates with conpiny officials. The level of effort aiid the 
resulting costs developed by Bopeman Brothers are estiaates 
which cannot be verified in a precise manner* Bowever, based 
on a review of available records, we believe the Renegotiation 
Board's estiaate of Bopenan Brothers* costs is understated. 
The degree to which it is understated cannot be determined* 
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• i JJCSin MARIETTA CORPORATION 
Martin Marietta Corporation and ita affiliates had total 
sales of about $887 million in the year ending Decenber 31 « 
197S, of which 31 percent were subject to renegotiation, Martin 
Marietta Corporation's Aerospace Group had three divisions with 
rsnegotiable sales. In addition, Martin Marietta Laboratories, 
Martin Marietta Aluminum* Inc., and Martin Marietta Aluminum 
Sales, Ine.r had substantial re.ieqotiable sales. Renegotiable 
sales were primarily for the design » manufacture and testing 
of missiles, launch vehicles, and other space program items. 

Martin Marietta Corporation was included in the Renegotia- 
tion Board's analysis of industry costs to comply with renego- 
tiation requirements. We contacted the responsible official 
at Martin Marietta Corporation to determine whether compliance 
cost estimates had been developed. We were advised that cost 
estimates had not been prepared by Martin Marietta Corporation 
and thi^t estimates could not be prepared for audit within the 
time frame of our review. 
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MACHINERY AND ALUED PRODUCTS INSTITUTE 



Statanent of the 

NuhiDary «d Allied Fkxxiuote Inetltute 

to the 

Suboomlttee on General Overalii^t and Inveetlgatione 

House CoBBlttee on Banking, Finanoe and Urban AffedLrs 

Concerning H.R. 3020 
The Proposed War Frofiteerii« Prohibition Act of 1985 




• Renegotiation is bad law — inequitable, arbitrary, and 
oapriclous 

• In Yiew of the inoredlbly oomprehenslye system of 
proourenent controls in place, renegotiation is totally 
unnecessary 

• Defense contract npofita generally are not unreasonable 
and reasonable JzdfifiS flbould be the governing criterion 

• Renegotiation is not cost-effective for the goveronsnt 

• The Congress should concentrate on the many critical 
issues before it and put aside indefinitely reconsid- 
eration of renegotiation 



Noveoiber 12, 1985 
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MACHINERY AND ALLIED PRODUaS INSTITUTE 



StatcMDt of the 

MacfaiDsry and Allied Prodiictfl Institute 

to the 

Suboomlttee on General Orerslglit and Investigations 

House CoBBlttee on Banking, Finance and Urban Affairs 

Concerning H.R. 3020 
The Proposed War Fraflteerli« Prohibition Act of 1905 

12, 1985 



The Machinery and Allied Products Institute (MAPI) Is pleased to have 
this opportunity to present Its views to the SubooHilttee on General Overslglit and 
Investigations concerning H.R. 3020, the proposed "War Profiteering PkDhlhltlon 
Act of 1985f * as Introduced fay Representative Henry B. GooBalez (D-TX), a Benber 
of the Suboondttee. 

Ve ask that our statenent be Included In the record of the hearing held 
by the Subcoamlttee on October 30. It Is our understanding that the hearing may 
be continued at soae future date. In which case MAPI will be prepared to present 
oral testlBony at that tlae at the call of the ChalrBan. 

As the Subcomlttee aay know, MAPI represents the capital goods and 
allied product Industries of the United States. In addition to traditional 
capital goods product lines, MAPI's constituency Includes leading oowpanles In the 
electronics, precision InstruBsnts, teleoonunlcatlons, conputer, office aysteoB, 
aeroepace, and slnllar hlgli-technology Industries. Althougli many of the ooppanles 
In these Industries are predonlnantly oriented towards the cbondrclal narket, a 
significant nuaber have substantial defense sales at the prime and/or subcontract 
level and, accordingly, have a particular Interest In goveranent contracts. This 
accounts for their concern with any proposed legislation, such as H.R. 3020, which 
might adversely affect contractors In their relationship with the goverment and. 
Indeed, Impact the pvbllo Interest. 

U\ ft? AQqvgqltlqn FTPCws 

Before proceeding with our comments on renegotiation, it should be 
recognized that during the hearing of the Subooanittee on October 30 QongresflBan 
Steve Bart let t (R-TX) indicated that, in his view, rather than Just denouncing a 
system so universally discredited as renegotiation, a genuine contribution to the 
hearings could be made by addressing how Congress could Improve the acquisition 
process and how DOD could Improve its management of the system. By coincidence, 
MAPI testified on November 7 before the Senate trm&d Services Suboommlttee on 
Defense Acquisition Policy. We addressed both questions referred to l>y 
Congressman Bartlett and attach as a part of our total presentation to your 
Subcoamlttee a copy of our statement to the Quayle Suboommlttee. 
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on Renegotiation 

H.R. 3020 would (1) restore the Renegotiation lot by naking the 
renegotiation process effective as of the date of enactment of the hill and 
through September 30, 1988; (2) raise the floor fkxn $1 million to |5 mllUon on 
annual renegotiable sales subject to renegotiation; and (3) require that 
renegotiation be conducted ty diyision and major product line rather than on an 
overall basis as had been the case. 

MAPI strongly opposes H.R. 3020, and urges its rejection by the 
SubcGomlttee. 

Our objections to the bill go beyond its specific provisions to 
fundamental issues: (1) Is there a need for statutory authorization of 
renegotiation of defense contractor profits at the present time? and (2) Based on 
e]q)erlence with the process of renegotiation, is it an appropriate device in terms 
of equity and due process, and in respect to cost to the goverxment? 

Subject to elaboration later in this statement, it is our view that 
there is no need for an additional control mechanism in the procurement area; more 
specifically, there is no Justification for reinstating the renegotiation process. 
We believe our Judsnent is widely shared in gov er nment and in the private sector, 
as documented ty the hearlqg of this Subooomittee on October 30, 1985. 

With respect to the second issue, in our opinion, renegotiation is and 
always has been bad law because it permits the taking of private property on the 
basis of largely subjective Judgnents. It has been quite accurately characterized 
as taxation without a rate book, vhidi evaluation we believe was first made fay tbm 
distinguished elder Senator Robert A. Taft. Moreover, we think that any attempt 
to draw more definitive statutory factors or guidelines for the determination of 
"excessive" profits will fail because of the inherent defects of the renegotiation 
process. 

In dealing philosophically with the concept of renegotiation, there are 
certain observations that should be made beyond its Inherent arbitrary and 
capricious nature. What is "excessive"? In raising this question we underline 
the arbitrary nature of the process. It is also fair to turn the odn over and 
ask whether, if the government recaptures "excessive" profits, it should 
compensate for "Inadequate" profits. There is also the question as to whether the 
issue really is the level of profits rather than the adhieveannt of a reasonable 
price fay the various mechanisms which the govemmant employs to that end. In 
other words, if the gDvemmant obtains through the contracting prooess a quality 
product, with timely delivery, and at a reasonable price, isn't that all that the 
government should ask, without examining into profit levels? Carrying tfal» 
concept one step further, the process of renegotiation for ao-called---faut almoat 
Indefinable— "excessive" profits punishes the efficient contractor and launts the 
incentive to produce and deliver a quality product at a reasonable price. See the 
testlmoiQr on October 30 by Richard G. Mulligan, Vice President, Financial Control, 
of TRW Inc., who appeared before this Subcommittee in behalf of the Financial 
Executives Institute. 
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Further, the previous legislative record on renegotiation contains 
substantial evidence that the cost of renegotiation exceeds the proceeds fkxn 
refunds directed ty the Renegotiation Board. 

A statement of these tvo basic Issues leads us to the following 
conclusions: 

1. Existing statutory provisions and proourenent techniques, 
properly adalnlstered, protect the public Interest with 
respect to profits on defense contracts. 

2. The recently CGopleted Defense Financial and Investnent Review 
(DFAIR) study indicates that realized profits on defense 
business are, in fact, not unreasonable. 

3» The daia by its proponents that renegotiation adds money to 
the federal treasury is inaccurate. 

4. Congress has given careful consideration to proposals to 
continue renegotiation and/or other profit limitations on 
defense contracts on several occasions in the pest ten years 
and, each time, has rejected such proposals. 

Our views on these points are spelled out below. 

Ri1>Ttn1iy fftatotqnr fmlslsm 

A forceful statement as to the lack of need for renegotiation was that 
made on behalf of the Department of Defense by the then Deputy Under Secretary of 
Defense (Acquisition Kanagenent) at the Subcommittee's heariog on this issue on 
Harch 21, 1984./! The Depu^ Under Secretary noted, "... there are a nuaber of 
laws, several well established procedures and a professionBlly well qualified 
workforce which essentially assure that excessive profits do not occur." Itae 
following statutes and procedures, which have come into existence sinoe the 
original enactment of the Renegotiation Aot in 1951, were cited in that testimony: 

1. Public Law 87-653 » the "Truth in NegoUatlons Act" {vtoLch 
provides the goveroaant' a mechanism to unilateraUy reduce a 
contract price if certified cost or pricing data provided by 
the contractor is shown subsequently to have been no nour rent, 
inaccurate, or Incomplete); 

2. Cost aocountlng standards; 

3* Cost allowability rules in proourcMent reoilations; 



1/ Oversight Hearing on Profits on Defense Contracts, Serial No. 98-75i Harch 21 , 
1984, p. 50. 
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4. The nole of the Defense Contract Audit Agency (DCAA); 

5. CcaptroIIer General audits; 

6. Antl-fk*aud statutes; 

7. The AnU-Kickback Act; 

8. The Anti-Gratuity statute; and 

9. The policy against contingent fees. 

Each of these itens i«as discussed in some detail in that testimony; hence, we do 
not elaborate here. 

It should be pointed out, however, that on this occasion the DOD 
"acquisition manageoent* point of view on renegotiation was strongly supported by 
Derek J. Vander Schaaf , the DOD Deputy Inspector General, who stated that * • • • 
I would not be in favor of reestablishing sons sort of renegotiation process 
within the Federal Government at this time.*Zl 

It seems to us that the Deputy Inq>ector General's testimony may be of 
particular significance because the record in recent years clearly indicates the 
independence of the DOD Inspector General's office from the DOD acquisition 
management operation. Certainly, both Mr. Vander Schaaf and his superior. 
Inspector General Sherick, have been quite vocal in the past in stating any 
disagreement that they might have with other senior DOD officials on audits, 
pricing, and other aspects of procurement policy. 

Beyond the statutes and procedures referred to in the testimoiQr cited 
above, the Congress has enacted the Competition in Contracting Act, the Defense 
Procurement Reform Act of 1984, and the Snail Business and Federal Ftoourement 
Competition Enhancement Act of 1984. The SubocHiittee is also ftelliar, we are 
sure, with the sweeping procurement policy changes contained in the conference 
version of the fiscal year 1986 Defense Authorization Act. Althougli we hacve some 
problems with these new laws, it is clear that all of these statutes were intended 
by the Congress to protect the public interest in reference to the aoquialtlon 
process. Moreover, in what is called the Anti-Fraud Enforcement Initiative 
package of bills, the Reagan Ackiiinistration has made additional reccnnndatlonB to 
the Congress to reform the procurement process and reinforce the goveroment's 
efforts to prevent fraud, waste, and abuse in federal progroBS. All of these 
developments support the conclusion that government controls in the acquisition 
process are wide sweeping, if not excessive, and the process will undoubtedly go 
forward without the need for reactivating an obsolete and inherently defective 
process such as renegotiation. This proposition was fwphiwlged by SLeanor R. 
Specter, Deputy Assistant Secretary of Defense for fttxmrement, in bar statement 
to this Subcommittee on October 30, 1985. 



J/ H^^, p. 129. 
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Obe caveat Is appropriate in respect to, this array of government 
controls In the proourcnent area. A stroog case can be made for the proposition 
that the control process has already goos too far, that CoDgress is engaged in 
microBanagenent of the procurement system, and that, if the trend continues, the 
defense product, which is the ultimate objective of the procurement ^stem, will 
suffer. But that la a story for another day and another forum, although it does 
have some relevance to the renegotiation issue. 

The elaborate system of "management improvement initiatives" beixig 
undertaken in the Department of Defense should also be recognized. Here DOD, as 
shown In a report dated June 17 1 1985, is making substantial improvements in 
controlling cost growth. In the June 17 report the data indicate that in base 
year dollars the annual rate of cost growth for selected major acquisition 
programs (excluding economic and quantity changes) has dropped from a high of 
about 8 percent in 1981 to a low of less than 1 percent in 1984. In current or 
then-year dollars, the arjiial rate of growth has dropped fkxn a high of about 14 
percent in 1980 to a low of less than 1 percent in 1984. In this effort the DOD 
is improving the acquisition process "up f^ont" by controlling costs in the 
procurement stream, which is a much sounder approach than examining profits after 
the fact through such a clumsy and inequitable device as reoegotiatlon. 

PwiyAIB Study 

Proponents of the relnstitutlon of renegotiation have indicated their 
belief that there may well be "excessive" profits in defense business, and th^ 
feel that demonstrates the need to reestablish the renegotiation process. We 
think that evidence now available is definitely to the contrary. The Defense 
Financial and Inirestment Review (DFAIR) studly was made public this summer, and we 
think that its pertinent conclusions on this issue are of sufficient importance as 
to warrant their being included in full text at this point./l 

ProfltabilAtY gf defense oontractg has pot baen 
Mnir?a**gnaMt- Several comparisons were made with results 
of selected durable goods manufacturers over the period of 
1970-1983. Before interest and before tax return on sales 
and return on assets ratios included an adjustment for the 
value of government-provided financing on defense 
contracts. This adjustment significantly increased the 
profitability of defense work. Additionally, an econcmic 
profit-to-sales measure was used to determine an after 
Interest before tax return on sales. This measure of 
profitability Imputes an interest expense as a surrogate 
for the opportunity cost of financing inventory or fixed 
assets. The value of gDvemment*provided financing is also 
considered by this measure. 



J/ D^fePge Financial and Inygatagnt Bgylfllft Department of Defense, June 1985, 
pp. IX-3 and IX-4. 
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Defense eooncnlc profits vere very similar tx> those of 
comparable durable goods manufacturers for the years 1970 
through 1979f and for the period of 1980 through 1983* The 
average defense profitability decreased slightly fkxn the 
previous 10-year period while that of durable goods 
manufacturers deteriorated dramatically. There are a 
number of reasons for this result. 

— The durable goods profits during 1980 to 1983 are 
depressed due to the most severe recession in 50 years 
and are significantly below the average experienced 
during the 1970 *s. 

— Defense profits have not fallen as much as those of 
durable goods manufacturers during this period due to 
the increase in outlays associated with the defense 
buildup and the declins in inflation. The latter point 
undoubtedly had an Impact on this result since 
contracts priced in 1979-1980 may have been based on an 
inflation forecast error which affects profit outccnB 
to sons unknown, hut positive degree. 



In comparison ^th cGOBBrcial work in the same product 
groups during 1981-1 983 i defense profits were somewhat 
higher overall. However, this was due entirely to the 
aircraft and shipbuilding product groups, who were 
experiencing extremely low denand in coaBerdal aviation 
and shipbuilding. Other product groups perfomed equally 
well or better on commercial work in comparison with 
defense. 

DFAIR comments on renegotiation .— The following comments on 
renegotiation in the DFAIR studly enphaslze the fact that the views of DGD on the 
subject have not changed since the March 1984 DGD testimony at the SubocHilttee 
hearlng:Zl 

Renegotiation 

Renegotiation, under the 1951 Renegotiation Act, was a 
procedure to identify and recover excess profits earned on 
individual defense contracts. Congress allowed the 
Renegotiation Act to expire due to evidence that It Imposed a 
costly administrative burden on reporting flms, tended to 
direct its efforts toward smaller contractors, and was no 
longer needed. Legislation Is periodically proposed to 
reinstate renegotiation, usually with sons consideration given 
to minimizing administrative costs. 



J/ Ibid. , pp. V-4 and V-5. 
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The DoD position has been that the best approach to 
avoiding excess profits Is good pricing. Given an adequate 
number of well- trained ooistractirig officers with supporting 
field audltcra and prlolng personnel and with the protection 
provided fay tiie Truth in HegoUatlons Act and fraud statutes, 
there is no reason ti^y excess profits should be a significant 
problem. Cost accounting standards have superseded the 
allocation disputes which were the heart of many of the 
Renegotiation Board's findings of excess profits^ Finally, 
good pricing has the advantage of encouraging cost control, 
because a oontractor must underrun tl^t costs to earn a high 
profit. Ihe renegotiation approach, on the other hand, would 
tend to ancdurage contractors to attempt to increase oosts on 
profitable contracts, rather than to cut costs still further. 

Renegotiation might be a cost-effective approach if 
overpricing were pervasive; otherwise, the arguunecta in favor 
of good pricing and oase-lsy-caae defective irlclJig procedures 
appear conclusive > The evidence available to DFAIH which 
would indicate whether pervasive overpricing exists is a 
comparison of negotiated narkup to eanied profit. If earned 
profits have been significantly higher than negotiated 
marlcups, this could point to an overpricing prohlan. If this 
comparison shows that eanied profits have been oonfonnlng to 
the negotiated results, but are still too hi^, the solution 
would not be renegotiation tut a (diange in marioip policy. 

DFAIR found aggregate earned profit margins to be 
cooaisteatly lower than aggregate WGL erpectatlons- Ihe one 
noteworthy exoeption to the trend of bedow^expectatlon profit 
margins is In the ahiptmUding Industry ; even there, profits 
are higher than expected only on cost-* type contracts. These 
results, dlaouased at more length later in this chapter, 
support the DoD position that renegotiation is not needed. 

H» ^Jpflt cf RgWKgUatlgp 

Although we believe the congressional decision respecting reinstitution 
of renegotiation should turn on the merits of the Act-<>it8 fundamental 
obaraoterlstlcs—Beaegotlation Board figures concerning the recapture of 
<*excesslve* profits and the indirect prevention of such profits have been used fay 
the Act's proponents to Justify Its aontinuanoe on pragmatic grounds. A 
comparison of figures in the Renegotiation Board's ajuual reports for the period 
1969-78, the last ten years that the renegotiation process was In e^stence, mig^t 
lead the uninformed or the unwary to believe that renegotiation Is a pnylng 
proposition ftom the govemBsnt's sta n dp o in t . Let ua aet the r«)ord straight* 

In its final report for fiscal 1978, the Renegotiation Board made 37 
determinations of "excessive" profits totaling $31*5 million which, after 
allowance for federal and state taxes, was reduced to $18 2 million. At first 
blush these figures appear to si:«geBt a good bargain for the taxpayer. 
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Suob figures aa appear in the annual reports of the Board, hoiiever, 
obscure oonpletely the very substantial cost to industry of complying with the Act 
and the whole of which is tax deductible. Dhfortunately, there are no firm and 
absolutely verifiable figures on the cost of industry's con^lianoe. liowever, our 
continuing study of the problem over the life of the Act, inoludiog repeated 
discussions of the natter with individual conpanies, convinces us that a figure of 
1/10 of 1 percent of total renegotiahle sales represents a conservative estinate 
of this cost. Accepting this factor as a reasonable measure of industry's cost of 
administration, let us apply it to the last ten years of renegotiation aoA ttien 
see what kind of bargain the taxpayer actually has. Renegotiahle sales during 
fiscal years 1969-78, inclusive, amounted to $372.5 billion f)*om which we may 
deduce a cost of administration approximating $372.5 million. Expenses of the 
Renegotiation Board during the same period amount to $50.4 million which brings us 
to a total cost figure of $422.9 million. During the same ten-year period, 
"excessive" profits determinations (after tax) of the Renegotiation Board amounted 
to $198.4 million, leavii« us with a net deficit for the period of $224.5 million. 

Thus, there is a very substantial cost properly attributable to the 
renegotiation process, and that cost ahould be recognized in any deliberations on 
reinstatement of renegotiation. 

Congreaaional Cnra^iU^Mnn nT 
RenegotiatAOT arrf/flT Qftwr 

Prffflitr Tilirttrfltilonn m 

Congress has dealt with this issue on several occasions during the past 
ten years, following the general oversight hearings conducted by this Subcommittee 
in June 1975 under former Congressman Minish, who previously chaired the 
Subcommittee. Legislation sponsored by M?. MLnish to extend the Renegotiation Act 
beyond its then-scheduled termination date of September 30, 1976, felled of 
enactment in both the 94th Congress (ending in 1976) and in the 95th Congress 
(ending in 1978). The unwillingness of Congress to extend the Renegotiatiott Act 
any further was followed by its decision to fund the Renegotiation Board oifly 
through March 31 » 1979- The Renegotiation Board terminated its operations as of 
that date. 

As a result of the lapse of the Renegotiation Act, the VinsoEHTHmnell 
Act provisions imposing profit limitations on contractors for naval ahiphiilldlng 
and military aircraft automatically became applicable to the post^-^Septcmber 30, 
1976 period. After careful consideration of the matter, inoluding hearings by the 
House Armed Services Subcoanittee on Procurement and Hllltary Nuclear Slystems, the 
Fiscal Tear 1982 Defense Authorization bill, enacted on Deomber 1, 1981 (P.L* 
97-86), repealed the Vlnson-Trammell Act profit limitation provisions. As a 
substitute for these provisions, the President now is authorized, upon a 
declaration of war or naMoffci emeMfanoy f to prescribe such regulations to control 
"excessive" profits on defense contractors as he determines are necessary during 
such period. 
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Thusy on each of these occaaions the Coogress has had to oooslder tlie 
continuation of renegotiation and/or other profit linitations on defense 
oontraotors in peaoetiae and has deollnod to oontinue such controls. In our view, 
tlie situation with respect to this issue has not changed, and we urge that defense 
contractor profit controls again be rejected. 

riwiiiitii im gpeoific groYiaiona 
qf B.Bt 3P2P 

Ve have relegated to brief treatnent at the end of this statement 
coaaents on specific provisions of the legislative proposal before the 
SuboGHdttee because of our fundamental objection to the renegotiation concept and 
process and the suggested reinstatement of the law. 

H.R. 3020 would require that renegotiation be conducted by division and 
product line rather than on an overall basis which had been the case when tlie 
Renegotiation Act had been in effect. One element of renegotiation which had 
merit during its previous applicability was the concept of oyeraii evaluation of 
profits derived from renegotiable contracts. This was based on the theory that 
relatively high profits on one contract or series of contracts should be balanced 
against inadequate profits or losses on other contracts. Renegotiation by product 
line, by division, or by individual contract vitiates this theory and element of 
fairness. There is absolutely no Justification for such an approach to 
renegotiation. See the testimooy on October 30 by Donald S. Grenough, Partner, 
Touche Ross & Company* 

In summary, without qualification, we oppose the reinstitution of the 
renegotiation process. Renegotiation is bad law— inequitable, arbitrary, and 
capricious. With respect to defense contractor profits, the Congress and 
procurement authorities have developed an incredibly comprehensive system of 
procurement requirements so that. contemplating reinstatement of renegotiation is 
redundant. The available evidence indicates that defense contract profits 
generally are not unreasonable, and reasonable prices should be the governing 
criterion in any event. On four separate occasions in the past ten years the 
Congress has considered and rejected the continuation of renegotiation. Finally, 
tlie renegotiation process is not cost-effective fran the government's standpoint. 

Respectfully we suggest that a Congress which has so many critical 
issues and legislative proposals on its agenda can, in good consoienoe, put aside 
this proposal for reinstatement of renegotiation, which has no merit whatsoever. 
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It is a privilege fto HAPI to appear* I ■■ accoopanied hy Villian Healey, 
MAPI Vice President-Law. 

Within the limited time for oral coonent, I can only hit the high spots of 
our statement, the full text of vhich ire ask be included in the formal record of 
these proceedings. As you will observe, the specific cooments in our statement are 
keyed for the most part to the testimony of Assistant Secretary Wade of the 
Department of Defense before this SubcoosBittee on October 17 • 

I should like to emphasise the following points offered in our 
presentation: 

1. In our view it is important for Congress to resist further 
procurement legislation and for DOD to curb further expansion of 
administrative controls. Within the last two years the Congress 
has been generating nev legislation at an incredible rate. As 
long as these nev lavs remain on the statute books, they most be 
implemented by regulations and directives and lived with by both 
procurement authorities and defense contractors. This is an 
enormous task. I am told that it takes three to five years to 
institutions lice major changes in lav. 

In this connection, iiiien the Defense Appropriations bill goes to 
conference, I trust that the Senate vill block further procure- 
ment changes included in the House-passed bill. 

2. We feel that it is incuabent on the Congress, and to some extent 
on the Department of Defense aa veil, to build a oomprebenaive 
record of defense industry technological acoomplisfasKnts, irtiich 
are extraordinary. At page 2 of our atatdnent ve identify 
certain examples at random: The p er f or ma nce of the buttle and 
its role in commercial and defense activities have almost been 
overlooked in the rhetoric. This is a roHurkable achievement and 
it is being taken for granted. The B-IB record in terms of 
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technological acconplisfanent and delivery on schedule it 
Qutit«Dditig, The TeccDt intercept by Hnry fighter airtiraft in 
the Kediterratiean ¥«> accoapliafacd vitb the applicAtion of 
extraordiiiAry technology and military perfofoaoce and yet the 
CoDgre««» and particularly the media apparently vould rather 
talk about atk-ceUed horror atoriea Much of the aane can be 
said for contri but ions in the laiaailei area, e.g., the Patriot 
and the Titan. The 112/3 Bradlty Fighting Vehicle is another 
ezaaple of leading and vital technology h* And ve should not 
overlook the claatified ind critical coatributioni of defense 
industry to the Defense Advanced Reaearch Project* Agency (DAEPA) 
and to the Strategic Defenae Initiative (SDI). F^irther, don't 
overlook the contribution of thousands of subcontractors to such 
programs. In connection vith the availability of such 
informatiosp attention is called to the publication of the 
Asaociation of the United States Amy 1985 Edition) entitled 
"Issues bpacting on the Land Forces of the Ifnited States." 

On the House floor on October 30, CongressBsn Miller of Ohio aede 
the sane point, referring particularly to the Bl-B. 



3 • Through lav and acteiniatratlon a maober of acquisition priorities 
have been developed and placed in effect. There are certain 
inherent conflicts between these priorities and, in our opinion, 
it is the obligation of the Congreaa and the procuresient 
authorities to identify these conflicts a^d reconcile t)\e 
pf ioritlea . Othcrwlae, the vill of the Congreaa and the Latent 
of the procuroDent authorities in an overall aenae vlll be 
thwarted and ve vill confront at least to sone extent the danger 
of chaos. I refer here to such priorities as competition, 
quality, incentives for utilisation of advanced technology in 
product ion J protection of proprietary rights, asintenance of an 
adequate induatrial base, etc. 

4. Oversight by the Congress and participation in the legislative 
process involving procurement legialation la groaaly overdone in 
tens of the nuuber of conanitteea, aubcooaitteea, hearings, 
reports and, if I nay use the vord, inquiaitiona, vbicb are 
involved. As a long-time observer of the congreaalonal and 
executive branch scene, I doQ*t know how the legislative process 
in respect to procurenent policy can operate effectively under 
the Be conditions .And the iaploDentation burden placed upon the 
procurement authorities is unbelievable and tmaustainabie in wy 
opinion. The Congress ahould undertake a narrotring of the role 
of oversi^t and coBsaittee activity in legislation insofar as the 
procurement policy area ia concerned Thia, of oourae> vill 
require a balsncipR of congreaaiorial def erenee_ and_ora^iitational 
disciplipe * W have entirely too many conmittees » subccuviittcea, 
staffs^ and iDdividuals in the act. 
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5. The Congress is appropriately concerned vith cost in the 
procurement ares, but it stops alusTt of exAniniiig a key eleaent 
of cost. I refer to the prolifer«tiQg cost of control and 
regulation. This is a real cballenge to the CoogreaE And to the 
procureaient authorities to quantify In «^ opinion^ a careful 
examination of the cost of control and reguUtion vill justify 
limiting further expansion of controls and regulations and may 
very veil trigger sotrte reduction in the control apparstua. In 
this measurement proc^AS special attention should be given to 
the exploding cost of the audit function. And in ezaminLE^ cost 
direct cost should, of course, be detenniiied, but indirect cost 
impacting on the contracting proceee and the ^neapon production 
effort should also be exsmined. I refer here to bogging dovo of 
defense production, diversion of contractitig perftonnel — ^botb 
goverment and industTy-^fron such objectives as quality, etc. 

Dr. Edvard Luttvak, Georgetown University, and Dr. Gansler of The 
Analytic Sciences Corporation, speakers at a very recent 
conference of NCKA, aaid that perfection in the procurement 
process, including total competition, is not coBt-effective, Dr 
Luttvak thinks that it was a vaste of money foe the Air Force 
Systems CoBmmnd to add 3,000 people to des! vith the acquisition 
of spare parte Those 3,000 people cost a Lot more than the 
overpriced portion of spare parts. Both agreed that there vill 
always be some mistakes because it is not coat-^effeetive to be 
perfect, even if this vere possible. Harvey Gordon^ Director, 
Buainess Government Fblicy, Martin Marietta Corporation, stated 
it beat vhen he said there muat be a Bteaningful distinction 
between doing a job %rell and doing it perfectly. 

6. The Congress and the procurement author itiea should undertake a 
joint investigation of the relationships between project 
manager B contracting officera, and auditor a. It haa become 
deliberate policy to give overriding authority to the auditing 
function vith the reault that the project manager, and the 
contracting officer in particular, are relegated to leaaer rolea 
and deprived of certain incentivea which are neceaaary to achieve 
the best result. 

With respect to the degradation of the authority of the 
contracting officer, William W. Thurman, Deputy Director, 
Rational Securit; Division, Geoeral Accounting Office, aaid at 
the recent HCMA conference that GM> perfon&ed a one and one-half 
year study (to be released shortly of the career path of 
government progrsa ti^nagera aDd contracting of ficeri and fnmd 
evidence of micromauageinent Dec in ions are being made at the 
secretariat level in the military aervicea instead of by the 
program sianagers and contracting officer. Alao, whatever 
decisions the pcogriB manager and contracting officer are allowed 
to make are scrutinised by a plethora of checkera, auch aa 



56-148 0-86-12 



Digitized by 



Google 



342 



4- 



competition advocates and •treanline advocates aandated by the 
procurement reform legislation. Professor Cibinic, also a 
speaker, vent so far as to say that the contracting officer is a 
legal fiction. John D. Rittenbouse, Executive Vice President, 
RG4 Aerospace and Defense, agreed with this, and added that it is 
hard for a contractor to knov who is in charge because the 
program manager and contracting officer frequently have to check 
vith superiors. He has reiterated this position in his panel 
presentation today before the Subcoonittee. 

Darleen Druyun, govemnent's procurement expert on technical data 
and Principal Assistant Deputy Chief of Staff for Contracting, 
Air Force Systems Command, said at the same NCH^ conference that 
the quality of contract vork performed by government procurement 
personnel has declined. She attributes this decline to several 
factors, including (1) the 30 percent change in the procurownt 
regulations since the FAR was implemented on April 1, 1984, irtdch 
vas primarily due to the three 1984 statutes (it takes three to 
five years to institutionalise changes); (2) the increased 
complexity of contracting due to the three statutes; (3) the 
degraded authority of the contracting officer (e.g., DQkA has 
been granted authority to negotiate all final indirect cost rates 
at contractor plants); (4) constant negative publicity; (5) a 
significant vorkload increase vithout a proportionate inrrease in 
contracting personnel (30 percent increase in contract actions 
from 1983 to 1985); (6) the goldfish-bowl environent in viiich 
contracting people work (one Air Force Plant Representative 
Office (AIFRO) whidi employs about 100 persons had an av e r a ge of 
400 visitors a month). 

7. The (k>ngress should also examine into what appears to be the 
development of certain autonomous procurement postures and 
actions by individual services. The corollary to that 
proposition is that there is some evidence that the Department of 
Defense at the OSD level is not monitoring this problem 
adequately and is not exercising sufficient centralised control 
over the services. He need a single set of procurement policies, 
not a multiple set. 

In this connection, I call the attention of the Subcosmdttee to 
the memorandum to the Secretary of the Havy from the Deputy 
Secretary of Defense dated October 25, 1985, in whidi the Deputy 
Secretary requests the Secretary of the Hofy **• . • ^ ^IWt thf 
Assistant Secretary of the Hayv (Shipbuildiiy and Tottistice) to 
withdraw the memorandum " previously issued by the Iflfy on per 
diem costs allocable to DOD contracts. The Deputy Secretary went 
on to say: "In addition, you should advise him that in the 
future, he should follow Uie necessary appropriate procedures in 
order to avoid a recurrence of this type of situation." The 
free-wheeling by the Navy is an illustration of aqr point, and I 
am pleased in this case that OSD moved in on the situation. 
They should do so more often. 
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8. I call attention to our comments on proprietary data and the 
importance of maintaining a sound and strong defense industrial 
base at the prime, subcontractor, and sub-subcontractor levels. 
Don't tolerate blunting of contractor incentives by unwarranted 
taking of proprietary data. 

9. Comments on implementation of the three major procurement 
statutes enacted in 1984 must be preliminary in nature because 
the implementation process is by no means complete and because of 
deferred effective dates contained in the legislation; even when 
the statutes are implemented, the impact has been postponed to 
some degree. 

In submitting our full statement for the record and in an effort to 
summarize it within your time schedule, I want to emphasize that MAPI and I 
personally are very conscious of the responsibilities of the contracting coimunity at 
large and individual contractors at all levels to take an ethical approach to their 
contracting roles; to apply to the maximum extent possible internal controls; to 
abide by the law and regulations; and, above all, to make maximiwi contribution to the 
ultimate objective of the acquisition process which is to furnish the highest quality 
product possible at a reasonable price and with timely delivery. 

It is only against this background that I hove presumed, with due respect 
to the Subcommittee, to make suggestions regarding some studies that might be 
undertaken by govemnent and to offer criticisms which %re feel are constructive and 
in the public interest. To add a word, we recognize the duty of the private sector 
active in the defense acquisition process to respond affirmatively to well-founded 
criticisms of performance. 
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StatCBsnt of die 
HBchinery mid Allied Products Institute 

to the 

Defense Acquisition Pblicy Subcoonittee 

Senate Axaed Services GoBBittee 

on 

Recent Procureaent Legislation and Its laplenentation 

Novesiber 7, 1985 



Introduc^jgil 

We apfnreciate the opportunity to discuss, at least in a preliainary ■smier, 
the legislation enacted last year on procurement and the status of its 
iaplementation. More specifically, the Subcoonittee seeks ooiments on iaplcBentation 
of the Competition in Contracting Act, the Defense Procurement Reform Act of 1964, 
and the Small Business and Federal Procurement Competition Enhancement Act of 1964. 
I indicate that ire vill connent in a rrTliliMITT samner because the implementation 
process is by no means complete and, because of deferred effective dates oootained in 
the legislation, the impact even vhen the statutes are implemented has been postponed 
to some degree. In addition, for other reasons, it is a little early to obtain 
constructive reactions from industry on the effects of the legislation. 

First, a word about MAPI. As the Subcoonittee may knov, MI^I represents 
the capital goods and allied product industries of the United States. In addition to 
traditional capital goods product lines, MAPI's constituency includes leading 
companies in the electronics, precision instrtnents, teleoonmmications, computer, 
office systems, aerospece, and similar high-technology industries. Altbou^ many of 
the companies in these industries are predominantly oriented towards the oomnercial 
market, a significant number have substantial defense sales at the prime mnd/or 
subcontract level and, accordingly, have a particular interest in government 
contracts. This accounts for their concern vith any legislation which might 
adversely affect contractors in their relationship with the government mud, indeed, 
impact the public interest adversely. 

I should add that we must be especially sensitive to the problems at the 
subcontracting level, which too often are overlooked or given only limited 
consideration. 

RKtraordinarv Contribution to Rational 
Security by Dtf^nsg Igdyytn; Nwi to 
Public RccpKpitipn fry ft^ CqVB^9 
and Procuy^m^nt ^ftfbCTJtW 

The Congress and procurement authorities have become so preoccupied with 
enacting in statutory form and promulgating administratively controls mud regulatioos 
on defense industry that the critical role of contractors in innovation and 
production of sophisticated, complex, and absolutely critical defense products is 
being subordinated. 
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Let me cite at random a few examples. The performance of the shuttle and 
its role in commercial and defense activities have almost been overlooked in the 
rhetoric. This is a ronarkable achievement and it is being taken for granted. The 
B-IB record in terms of technological accomplishment and delivery on schedule is 
outstanding. The recent intercept by Navy fighter aircraft in the Mediterranean was 
accomplished with the application of extraordinary technology and military 
performance and yet the Congress, and particularly the media, apparently would rather 
talk about so-called horror stories. Ifcich of the same can be said for contributions 
in the missiles area, e.g., the Patriot and the Titan. The M2/3 Bradley Fighting 
Vehicle is another example of leading and vital technology. And we should not 
overlook the classified and critical contributions of defense industry to the Defense 
Advanced Research Projects Agency (DARFA) and to the Strategic Defense Initiative 
(SDI). Further, don*t overlook the contribution of thousands of subcontractors to 
such progrMs. In connection with the availability of such information, attention is 
called to the publication of the Association of the United States Amy (1985 Edition) 
entitled "Issues Impacting on the Land Forces of the United States.** MAPI hopes to 
develop this aspect more fully in oral testimony, but it is emphasized here 
preliminarily. 

Let me carry the point one step further. Why shouldn't this Subcommittee 
call a hearing on the technological achievements jointly accomplished by defense 
industry and procurement authorities? The American people are entitled to this 
information and to a balancing of the record. If you pursue this suggestion, I 
recommend that you issue a report rather than depending on the media to report 
results. 

Specific Comnents Keved to Testimony 
of POD Assistant Secretary Wade 

Our statement uses as a launching base the testimony of The Honorable Janes 
P. Wade, Jr., Assistant Secretary of Defense (Acquisition and Logistics) before this 
Subcommittee on October 17. Proceeding in this manner, we will quote from Assistant 
Secretary Wade and then offer pertinent M^I comments at each juncture. The material 
taken from Assistant Secretary Wade's presentation is indented in quotations; then 
our observations follow each quotation. 

Heed for cyition in ad9pting new statutory rul^.— 

"... While we would have preferred to perfect the procurement 
system, including manpower, requirements, quality and process 
through regulatory reform, we are pursuing the course of action 
that Congress has laid out. ..." 

*'However, we must be cautious about laying down statutory 
rules that may inhibit our flexibility to take advantage of 
research and technology advances. • . .** 

With one exception, we agree with both observations of Assistant Secretary 
Wade. In our judgment. Congress has over-legislated in the procurement area within 
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the last tvo years and is practicing vliat has been connonly called "kicroBsnageBent" 
of the acquisition process. This vill eventually bog down the essential xole of 
acquisition vhich is to procure a high-quality product in tiaely fashion and at a 
reasonable cost. The risk from excessive control of the systen is that the United 
States will be buying more controls and less product. 

The regulatory process and its iaoact are very costlv and the Congress 
would be v eil advised to attempt to measure the cost of regulation in this area, I 
think you would be surprised bv lihat you find. 

The exception to which I refer is that excessive control and over- 
regulation can be invoked adninistratively by the Department of Defense in the same 
way that Congress might over-legislate. And it is our feeling that the Department of 
Defense is moving in the direction of excessive control on its own initiative. A 
current example of administrative overreaching is the proposed regulation on 
technical data to which I will refer in more detail later; another illustration is 
the DOD Certificate on Overhead Cost which was a classic exanple of bad draftsmanship 
and regulatory abuse. 



Let me dramatize the proposition of overregulation and micromanagci 
The trend is so strong in statutory enactment and in the philosophy and content of 
administrative regulation by procurement authorities that we may be on the toad to 
the equivalent of nationalisation of defense industry. It would be premature and 
extreme to conclude that we have reached that result but the direction is clear. And 
believe me government is in the very risky business of pushing in that direction and 
yet having no responsibility for the end-product in texms of procurement results. 
Let us all ponder this suggestion of direction. 

In this connection, I draw the Subcoomittee's attention to the interchange 
between Senator Quayle and Assistant Secretary Wade during the question period 
following his testimony on October 17. Assistant Secretary Wade backed off from the 
view expressed in his principal testimony that Congress was over-legislating in the 
procurement area and that so much legislation might create a "rupture" in the 
acquisition process. I think this deviation from Mr. Wade's principal testimony mas 
unfortunate, whether or not inadvertent. Not only has there been too mnch 
legislation, its detailed nature compounds the problem. 

The Competition in Contracting Act and the role of competition generally,— 

"The Competition in Contracting Act of 1984 (CIGA) has 
received the most attention in and outside the government since 
its provisions are applicable to all government agencies, . • • 
The real impact of this Act will occur in FY 1986 as a large 
number of solicitations for major progrss were issued before 
April 1, 1985 and thus the Act did not apply. . • • Our 
objective is to pay a fair and reasonable price for quality 
supplies and services. Competition is one method for achieving 
that objective where it is practicable and possible." 
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As Assistant Secretary Wade points out, measurement of the real impact of 
this Act must be deferred because of the effective date. Some preliminary 
observations, however, seem to be in order. The recognition in the new law that 
negotiation can be competitive is a step forward. Sealed bidding has no monopoly on 
competition and is inappropriate in many procurement situations. 

Having said that, it is important for the Congress and procurement 
authorities to recognize that fair and reasonable contract pricing is the basic 
objective, and competition is merely one method of achieving that objective. 
Competition should not be forced into the process where, as Assistant Secretary Wade 
indicates, it is not practicable or possible. Achievenent of competition in certjM.n 
situations can be very costly and not productive. The process of "creating*' a 
competitor from scratch may not work and, even if it does, may be very expensive. In 
a way, striving for competition in government procurement runs the risk of attempting 
to transfer a commercial concept widely practiced with success in the conmercial 
world but not always appropriate to government procurenent, particularly lAen you are 
dealing with advanced and very complex systems. 

Attempts to achieve greater competition also may cause conflicts with other 
procurement criteria and objectives. To illustrate, to achieve greater competition 
the procurement system should not sacrifice quality of product. Hor should it 
jeopardize unfairly proprietary rights of a contractor ^iho has brought initiative and 
innovation to the procurement process. 

Further, competition requirements frequently are driven by socioeconomic 
objectives which, although meritorious in general, often are not conducive to sound 
procurement policy. 

Contractor rights in data.— 

"... [Cjoverage concerning technical data requires careful 
balancing of the need to acquire the rights in technical data for 
the purpose of enhancing competition while not stifling the 
initiative of American industry to develop leading edge 
technologies without government funding." 

The Assistant Secretary is right on target with this statement. But he 
goes on to acknowledge that critics of DOD's proposed rule on acquisition of 
technical data: 

"... believe that we went beyond the statutory language of what 
is realistically do-able. Upon reflection, we agree with the 
sense of the reaction and will revise our impleoientation to be in 
accord with tlie statutory provisions." 

This is an exsmple of the draftsmen at the DOD overreaching, as previously 
indicated. In this connection, the handling of this matter was at a high level in 
the Department of Defense. MAPI comments to the Department of Defense on the 
proposed rule are attached as Appendix A to this statement. Moreover, MAPI's 
representations to the Pentagon on this issue took place over an eactended period 
prior to our conments on the proposed rule. 
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The val Ida tion-of-rettr let ions regulations raise problcBS because th&j 
vould permit contractor restrictive Barkings to be canceled prior to the final 
disposition of litigation, if the govemnent finds that "Virgent and ooHpelliag" 
circumstances vill not permit awaiting the end of the litigation. DOD and tiie 
8ervice.s seem to determine with relative ease that such circumstances exist. 

Beyond the question of implementation of the statutory provisions, it is 
our view that the law itself may be defective in certain respects, and we encourage 
the Subcoomittee to reezsmine it. Most importantly, on this point there is the issue 
of the "cap" — the term of years after which the govemnent would have the ri^ to 
use contractor data without restrictions. It would seem that if there is to be such 
a cap, the statute should include a detailed statement of criteria governing its use. 

Absorption of new statutory provisions could boa down procurement .— 

". . . It is a most difficult task for our procurement personnel 
to absorb these wide-scoped changes and yet continue to purchase 
supplies and services to clothe, feed, house, train, and provide 
weapons to our field forces. I sm scmewfaat smazed that there has 
not been a major rupture in the acquisition process. ..." 

"I would strongly re c o iMc nd to the committee that it resist 
further procurement refona legislation until we have had a year 
or two to assess the impact, improvements, and deficiencies of 
the legislation enacted. The pending VOD authorisation bill for 
FT 1986 contains a nnber of additional procurement reforms. I 
think this is unfortunate. ..." 

The Assistant Secretary makes a valid point. Hot only does the 
authorisation bill for FT 1986 contain a nnber of additional procurement reforms, 
but the Reagan Administration has now subsiitted to the Congress another package of 
legislative recommendations in the procurenwnt area which it calls the "Anti-Trand 
Enforcement Initiative" legislative package. There is just too mudi legislation in 
the procurement area and, secondly, the Congress does not seem to appreciate fully 
the implementation burden which this stream of legislative enactments imposes. 

"Horror storjes" np^ jndicytiye of pyocuy^i^^ ^ » ^le.— 

"I believe the vast majority of the current legislation is 
based on the premise that the DOD needs assistsnce in reforming 
the way we purchase systems, equipment, and materiel. The 
impetus for many of these reforms has been the seemingly daily 
'horror stories' on hmmners, coffee pots, or other spare parts; 
Whether they are individually justified or not, these stories 
fortunately are not indicative of our current acquisition system 
as a whole. A sense of proportion, as I alluded to earlier, is 
lackii«." 

Ve agree with the spirit of these comments, although in no way does MIFI 
wish to challenge the oversight authority and responsibility of the Congress and its 
cognizant committees. A sense of "proportion," to which Assistant Secretary fisde 
refers, certainly needs to be applied. 
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Quality as a goal.— 

"Quality is on the top of my agenda for the future. . • • 
This concept of mininal quality must be replaced with a 
philosophy of continuous quality improvement. In DOD 
acquisition, competition is too frequently based just on price, 
and an *avard to the lov bidder' mentality is too pervasive. As 
long as this persists, there is no reason for contractors to make 
quality improvement a way of life. ... We plan to move away 
from defining equipment requirements in minimally acceptable 
terms to a system whereby the best quality equipment at an 
acceptable price is our recognized objective." 

Note the reference to competition too frequently being based just on price. 

I am sure that defense industry will cooperate in every way possible with 
the goals laid down by the Assistant Secretary in reference to quality and 
achievement of high-quality performance. But both the Congress and procurement 
authorities must recognize that certain objectives espoused by the Congress and to 
some extent the procurement authorities, such as an apparent attempt to achieve 
competition as an absolute goal, are not necessarily consistent with the realization 
of high-quality performance. To illustrate further, the ^explosive growth of tbe 
audit process interferes with concentration of the contractors on innovation, 
production, and on-time delivery of quality products. Moreover, overregulation of 
the defense industry in general is not conducive to maximizing high-quality 
performance. 

With respect to quality, this is a goal that is exceedingly important in 
commercial business as well as in defense production. I refer the SubcooBittee to 
the new book. The Wall Street Journal on Management/l . in particular to the article 
entitled "Improving Quality: Lessons From Hewlett-Packard" by John A. Toung, 
President and Chief Executive Officer of that company. 

Role of DOD in promoting manofacturimt and producti,vi tT MffTV YSBent .'— 

"Perhaps most significantly, with an annual procure m ent 
budget in excess of $100 billion, the DOD is playing a leading 
national role in promoting manufacturing and productivity 
improvement important to th«s economic revitalization of our 
nation." 

Once again, I feel that defense industry will cooperate in every way 
possible in the achievement of this objective. On the other hand, it is fair to ask 
that both the Congress and the procurement authorities exaaine each procur^MUt 
technique, policy, and control to determine if it hinOers or contributes to the role 



U The Wall Street Journal on Msnagfwwif: Ihe Beat of the Msnatrr's Journal. Edited 
by David Aaman and Adam Msyerson, Dow Jones and Compaiqr, Inc., 1985, pp. 51-54. 
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described by tbe Assistant Secretary. For example* does the cutback in progress 
payments hinder the achievement of this objective? Do cost disallowances » such as 
interest and certain of those disallowances recently legislated, burden the 
contractor's ability to modernize? Assistant Secretary Wade, for enrnple, states 
that he is looking for ways to revsmp and restructure existing progrsns and policies 
to further promote this objective of achieving manufacturing and productivity 
improvement. Ve commend him for his willingness to engage in this revemping and 
restructuring process, and he should be zealous in identifying conflicts between 
policies. 

The acquisition workforce.— 

"... [T]here are a number of actions we can take to enhance our 
acquisition workforce. Ve must also instill all individuals 
(extending to defense contractor personnel) better discipline and 
a sense that it is *our' money being spent and not someone elsea. 
Ve also need superior, better qualified people. ..." 

I sm sure that in a general sense industry agrees with this statement. It 
is appropriate on this point, however, to indicate that Congress seems to mandate the 
granting of superior authority to auditing personnel over the contracting officer. 
This trend is disturbing to industry and, we believe, to government contracting 
personnel. Ve are convinced it will be counterproductive in the long run and it does 
not contribute to the broad objective of acquiring superior, better qualified people 
in the contracting officer corps. Moreover, excessive preoccupation with andit and 
granting of superior authority to the auditor over the contracting officer wmf very 
well distract the defense contractor from some of the other objectives of the 
Congress, and the procurement authorities, including the overriding goal of obtaining 
the highest quality product, on schedule, at a reasonable price. 

At some point the Subcommittee should examine the responsibilities and 
interaction between project managers, contracting officers, and various levels of the 
auditing corps. I suspect that you would find, for example, that the growing 
domination of the auditors is forcing the contracting officer into a posture of no^ 
risk — not a favorable development for the procurement system. 

pqP/indvftrY F^tjon^jp.— 

'^Moch has been said about the proper relationship of the DOD 
and industry. It is usually characterized in terms of being too 
adversarial or too incestuous depending on one's viewpoint. Ve 
have to be very careful that neither extreme is a reality." 

"One concern I currently have is that we may be placing too 
much emphasis on tbe threat of criminal penalties. Ve don't want 
to end up in this situation where crooks are the only people 
willing to do business with the DOD— since they may be the only 
type oblivious to the risks." 

This is a valid point articulated in an effective way. 
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Some Other OfaBCTvatloni 

Heeded amepdment of OverheiLd. Coat Certificate . — The Overhead Cost 
Certificate vhich iras very badly drafted by DOD^ has been the subject of 
interpretation and clarification in certaio Department of Defense documents. The 
Certificate itself, however, has never been inodif led directly There i« no excuse 
for this failure on the part of the Department of Defetiae and ve urge that this 
Subccnnittee or Ita staff encourage appropriate corrective action by DOD to spell out 
vfaat is the current actual policy concerning this certification requirement. 

Harr anti ea * -^Tbe new statutory provisions on warranties appear to have 
eliainated most of the probltma implicit in the enactment of the Andrews amendbent. 
It abould be mentioned, hovever that there appears to be some feeling that there has 
been insufficient ieapl natation of the new provisions by the Office of the Secretary 
of Defense, thus permitting the individual services to go their own way on this 
matter. 

As a matter of fact, in general, certain individual service procurement 
policies are too independent of oirerall DOD policy guidance. This trend seems to be 
expanding and accelerating. If we are correct, a major DOD organisational issue is 
raised and it should be addressed by the Congress and the President's Blue Ribbon 
Commission on Defense Management. 

Defense ipdufltrial baae . — Let wb make a few cooments on this subject. I 
think only lip-service is being paid to this vital issue. 

The Congress should be aware that subcontractors are a critical part of 
this base. Many of them not only manufacture essential products but in a large 
number of cases they have coimeTcial alternatives Overregulate them and at least 
some will leave the defense procuresient chain. In this connection, if procurement 
people overdo the price factor in overseeing prime contractor placement of 
subcontracts, including pushing for foreign sources, the U.S. subs will, of course, 
be turned off. 

Publication of propoaed regu la tjonfl .— Although technically speaking the 
Office of Federal Procurement Policy statute ifi not within the purview of this 
particular hearing ve offer a pertinent coioiDent for the information of the 
Subcommittee. The provisions of the OFPP Act require that no procurement policy 
directive shall take effect until 30 days after it is published for ocmment in the 
Federal Register , HcwevcTt there is provision for waiving the requirement if urgent 
el ling circumstances make compliance impractical. 



DOD used the exception to put the new overhead cost certification 
requirement into effect last March without prior public coment Subsequently, DOD, 
together with NA&A and GSA, used the «iception with respect to the commercial pricing 
certification requirement and the other provisions included in FAG S4^10 and FAC 
84-11. At this point the exception has been used so often that it is close to 
becoming the general rule. At the miniatiii, what needs to be done is to make clear to 
DOD that the exception proviso should be used only in a liaittfi manner and that, when 
used, the "Virgent and compelling circumstances** should be clearly identified. 
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Commercial pricing for eupplief . — There it a requirement that in 
noncompetitive contract! the offeror muat certify in his offer that the price 
stipulated is not more than its lowest commercial price for the item. This provision 
vas imploMnted on an interim basis in FAC 84^10. We have criticised this rcgialation 
and our recoosKudations are spelled out in Appendix B to this statement. 

Conclusion 

In conclusion, ve emphasise, respectfully, that in our judgment the 
oversight objectives of this Subcommittee are difficult to achieve fully at this 
juncture vith respect to legislation so recently enacted, not yet fully implemented, 
and not yet tested in the field in a practical vay. We wish, however, to nnminil the 
Subcommittee for its continuing role in reviewing and testing legislation enacted in 
the defense procurement area. Moreover, we believe that it is the Aimed Services 
Committee — and this Subcommittee particularly — which should exercise the primary 
oversight role in the Senate with respect to DOD's procurement policies and 
activities • 

Ve emphasise our view, which the procurement authorities seem to share, 
that in the government interest, and in the interest of the defense contracting 
industry as it attempts to assist in the achievement of national security objectivee 
of the United States , we have already had more legislation than we need. 

Beyond the specifics of individual statutory enactments, their 
implementation, and regulatory initiatives undertaken by procurement authoritiea 
without reference to statutory mandates, we see an already existing and growing 
problem of substantial magnitude in the congressional oversight process as it relates 
to the defense program of the U.S., including procurement. There are so asiiy 
committees, subcommittees, and congressional staff playing a role in the oversiglit 
process in the Congress that we have difficulty understanding how the Coqgrees can 
effectively legislate in this area and how procurement officials can find the time to 
manage their responsibilities. The total number of procurement-oriented hearings and 
special congressional requests to procurement agencies for reports and other 
documentation are unbelievable in number and scope. This issue has been emphasised 
in a number of official doctmients, as in the Staff Report to the Connittee on Aimed 
Services of the U.S. Senate entitled "Defense Organisation: The Reed for Gbange" 
published under date of October 16, 1985. The point is also made in a private atndty 
entitled The Pentagon and the Art of War by Edward N. Luttwak./l. 

Finally, in our judgment, there is a central thrust missing in legislating* 
rule making, and congressional oversight in the defense acquisition area. There ace 
numerous procurement objectives, many of them sound by themselves. However, in msny 
respects these objectives are inconsistent or contradictory when viewed as a lAole. 
Reconciliation of procurement objectives and procedures is seldom attempted either at 
the congressional or executive branch level. If this situation continues, the reanlt 
will be very counterproductive. 

MAPI appreciates the opportunity to appear in these hearinga and stands 
ready to assist in any other way. 



IJ The Pentagon and the Art of War by Edward N. Luttwak, Simon and Schuster, Inc., 
1984. 
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Appendix A 

JZr^ MACHINERY and ALLIED PRODUCTS INSTITUTE 

\Ii^;Z:i^.'!SSZ 1200 EIGHTEENTH STREET. N.W. WASHINGTON, D.C 20036 

A.io^.T!*r!....CfN*.-. THLEPHONi Om) 331-S430 • FAX (202) 331-7160 • TU 09SS9 MAH WSH 

CIZIK e%rm. aarf fmt^ 

October 8, 1965 



MCHAIIO I. iM«NAM 



Defenoe Acquioition KegnUtory Couacil 
AITH: Eaecutive Secretery, MSD (P-DAR8) 
cA> OOSDBE (HSftB) RooB 3D139 
Pentagon, Huhington, D.C. 20301-3062 

Dear Sir: 



Prono«^ Diif«i«ii lWm«rt»«tf B^«ml*ti»n« C»n«>m4«a 

Pwtrigtg Wahtf in TH?tini«1 Patt 

He viah to coonent on the propoaed regulatory i^lenentation 
of the technical data proviaiona of the Defenae Procumaent Befom Act 
of 1984 (Title HI of the Fiacal Tear 1965 Defenae Authorization Act; 
P.L. 98-525) and the Small Buaineaa and Federal Procureaent 
Competition BnhancoMnt Act of 1964 (P.L. 98-577). Specifically, we 
addreaa the propoaed rule, denoainated D&R Caae 84-187, piibliahed in 
the Federal Beaiater of Septenber 10, 1965. 

So you aiay underatand the great iaportance of the righta-in- 
data iaaue to our aeaberahip, we viah to aay a vord about the 
Inatitute. The Machinery and Allied Producta Inatitute (MAPI) ia the 
national apokeaaan for a vide range of aianuf acturera and uaera of 
capital gooda and allied producta. In recent yeara, our ■eaberahip 
haa been ai&atantially extended beyond aanuf acturera of traditional 
capital gooda to include producera of electronica, telecoanmicationa 
producta, acientific and induatrial inatruaenta, office ayateaa, 
aeroapace equipment, coaputera, controla, teating equipment, ailitary 
hardware, and aiailar high-technology product linea. Although aoat 
MAPI aenber coapaniea are oriented tovarda coaaercial rather than 
governaent aalea , aany of thea are indiapenaable to the govemaent 'a 
requireaenta, particularly in national defenae and related areaa. 
Theae coapaniea rely heavily upon continuing technological progreaa, 
the bulk of vfaich ia developed at the coapaniea' own ezpenae, to 
produce quality producta and aaintain their coapetitiveneaa. 
Therefore, they have a vital intereat in continued recognition by the 
govemaent of their proprietary righta in technical data relating to 
technological developaenta. 

We believe that the propoaed regulationa do not properly 
iapleaent the policy requireaenta of P.L. 98-525 and the propoaed 
Federal Acquiaition Elegulation (FAR) coverage of technical data/1 

2/ A notice of the propoaed Federal Acquiaition Regulation (FAR) 
coverage ««a piibliahed in the ftJunl "figjirtffi of Auguat 15, 1965. 
The policy proviaion ia the only portion of the FAR coverage that 
appliea to DOD. 
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bacauta the propofed regaUtiflns m unfairly •kevcd in favor of tba gMiaii— li. In 
fact , unf aimass ao parvadaa the regolations that the propoaed mla ahonld be 
withdrawn. 

The following are najor exaaplea of such unfairness in the proposed 
regttlationa: 

1. Cap on techn^ rfi ^^^ rig^u.~-P.i.. 98-525 (10 U.8.C. 2320(c)) pandta 
DOD to prescribe standards for caploying as a negotiation objective the capping of 
contractors* rights in technical data. The proposed regulationa (DOD FAR flupplaMOt 
227.473-2(e) and Alternate III to 252.227-7013) do not caq>ly with Section 23aD(c) 
because • while the regulations list four factors to be considered in detetaining the 
length of a cap, no factors are prescribed for naking the basic detemination of 
whether a cap aboold be a negotiation objective. 

The absence of such standarda indicates that DOD nay attcapc to obtain a 
contractor's rights in liaited-rights data regardless of whether it is ooat-affwtiw 
for the government to do so and whether the data relatea to romwrrHal procaaaaa or 
product a. In the latter case, there would be an inconaistency with Section 1202(6) 
of P.L. 98-525 which statea that DOD shall **enaure that peraons that have developed 
products or processes offered or to be offered for sale to the public are not 
required as a condition for the procnraMOt of audi products or processes • • •" to 
relinquish their rights in data relating to auch products or prooaaaea. 

2. Data relating to comarcial products and processes. -the nronoaed 

regulationa Q)QD FAR SopplcMnt 227.472(b)) i^>leMnt Section 1202(6) in an unfairly 
narrow fashion by adding aeveral requirwants which the contractor aoat aaet before 
DOD is precluded froa requiring the relinquishMnt of daU rights in a ro—arrUI 
product aa a condition for a procureaent. The proposed regulationa ataCe tbat 
conaercial products or processes aoat be "esdating" and sold, Ucenaed or leaned in 
"substantial quantities** at **establiahed caUlog or aarfcet pricea.** Anrtber, Seetioa 
1202(6) is toully vitUted by the statwent in Section 227.472(b) that an offeror's 
willingnaas to provide DOD appropriate righta in technical data relating to pcoeeaaea 
and products sold to the public asy be evaluated as part of a source selectioa. 

3. License rights . — The proposed regulations provide for both indirect 
licenaing (DOD FAR Suppleaent 227.473-2(b) and Alternate IV to 252.227-70U) aad 
direct lieenaii« QXX) FAR SupplcMUt 227.473-2(c) and 252.227-7036) of liaited-ci^Aa 
data. The indirect licensing provisions do not appear to fairly protect the 
intereats of the contractor which originated the liaited-rights daU. Alternate I? 
to Clauae 252.227-7013 states that the govemaent **assiaKS no liability for oae, 
duplication, or disclosure of sudi date by others for coaaercial purpoaea,** yet the 
proposed regu l atio n s do not require that contracting officers require the lieenaor to 
sign nondisclosure and non-oae agreeaents thnt would allow direct enforceasnt Ij the 
originators of the date. 

DOD FAR Suppleaent 227.473-2(c) states that direct lioenaii« **. . . pecaite 
contractors to retain direct control over uae of their liaited and reatricted righto 
data being tranaferred to the aeoood source.** However, this control and enforceasnt 
provided the lieenaor is vitiated by the teraa of DOD FAR Supplcasat 252.227-7IB6 
which states that the gimfiiawnl will stipulate deaired texaa and oonditioaa of any 
licenae and will review and approve all direct licenaing agreeaenta. 
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4. Definition of "developed at wrivte «B)enae".-th8 pcopoMd rcvalatioM 
use the definition of "developed at private expenae" as a vehicle for balaneiqf the 
coBpeting interests of the government and contractors in limited -rights data. 
However, the proposed regulations do not fairly balance such interests. Itethtr, 
P.L. 98-525 requires that, in allocating rights in data, the regulations focns cm the 
source of funding, whereas the proposed regulations allocate rights based cm the 
circumstances under which an item, component, process or softwsre package is 
"developed." 

Because of the significance and complesity of the last ezsaple above, the 
remainder of this letter is dedicsted to addressing the issues related to the 
proposed definition of "developed at private expense." 

Definition of "Developed at Private ttmense" 

The Federal Register notice states that the phraae "developed at private 
expense" has been defined and that the definition estsblishes the legitiswte 
propriet^rry interest of the contracting parties aa required by P.L. 98^525 (10 O.8.C. 
2320). Hhile the proposed definition (fooid at proposed DCD FAR AippleMnt 227.471 
and 252.227-7013) does establish the proprietary interest of the gMieiiMsiii smd 
contractors, it does not achieve a fair sad reaaonsble balance be twe e n the coaptting 
interests of the government and contractors in technical data as required by the 
conference report on the legislation ./I 

"Developed at private expense," aa defined in the proposed reptls t ieo s , 
'Hseans that completed development waa acoompliabcd without direct CoviiwiK payrnat, 
at a time when no Government contract required perfocmaace of the development effort, 
and was not developed aa a part of performing a Government contract." To be 
conaiatcnt with Section 2320(a)(1) and to fairly balaaae the intereats of the 
government and contractors in tachmical data, the preeediog definition Should and 
with a period after the word "paymsnt." tfithoot such a tnncation of the definiCion, 
the government cowld claim oalimited righta in production proaeases that were 
specifically developed by a contractor to rndncs its nMnfsrrnriag eoits on a fiand* 
price contract. Doder certain cirewmatancea , the government might also claim 
oalimited rights to sm item that a aobeontractor develops at its owi < 



For an item, component, process or computer software to be considsred 
developed at federal ezpeaae, not only Should the eontraacor have matived dirnct 
federal funda , but alao the contract shonld hnva inrlndad a line itnn rnqnirim the 
development. Thia ia conaiatcnt with the retirement in P.L. 9i-525 <10 0«f#C. 
2320(b)(4)) that aepnnte contrnct line itnms be estahlishnd for tndwicnl data and 
with the Ugialativtt hiatory of the atatate. 



The UgUlatiwe Uatory of P.L. 9t-925 Shows that the eenfarnaa Ult U «M 
impossible to legislatively •ncahliab a fcalanat of the gwnpirl^g i nfr ns t s of the 
rectors ia technicsl data nkish wnaU apply In all a i tast ian s , and 



», IfM, f . I lOMI. 
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therefore they deferred to DOD oa the issue./l la the vorde of the eonfereee, **• . . 
the direction [in 10 O.8.C. 2320(e)] to the DepertMOt of Defenee ... to preecribe 
regttletions defining the legitiaete interests of the United Stetee ead of e 
oontrsctor to be i^leMOted in the systen of gioyfiiMBiil wiilf luocufeitt regpletione 
will efford the best opportunity to reach e fair and reasonable balance of theee 
coapeti]« interests. . . .**/2 As we indicate below, it sesBS clear that, despite the 
■mdate froa the congressional conferees, no such belance has been struck. 

It appears that as part of the decision to allow DOD to draft regplationa 
which would atrike a balance in the rights to technical deU for all cases, the 
conferees deleted the definition of "developed at private expense** uhich was inelo ded 
in the Houae version of the 1985 Defense Authorisation bill (H.R. 5167). That 
definition, which originally came froB H.R. 5064. the '*Defenae Spare Parte 
Procurcaent Befora Act,** reeda as follows: 

''Developed at private expense**, as used in this clanae, 
means with respect to an item (or tedmical data releting to an 
item) delivered under a contract, developed without direct 
peymat by the Govcment under a provision of the contract which 
reqnirea the performance of the development effort. 

The above definition indicates that the House did not intend to change DOD 'a wumnl 
policy on technical data becense the definition merely recites the broed policy SOD 
haa applied over the past 20 yeers— that ia, only if there is direct peymsat by the 
government for the development work is an item, component, or prooeas not to be 
considered developed **at private expense." It sesms clear that the deletion of the 
Houae definition indicates only that the oonfereea felt that it would be better to 
have that concept drafted administratively by regplation. 

Moreover, there ia persuesive evidence that at leest some DOD polteymriGers 
consider the above definition to be the proper reflection of DOD's general policy on 
technical data. The above legislative definition was adopted in the report, *1R» 
Should Own Data Rights: Govemmsnt or Industry? Seddng e Balance," submitted to 
the Under Secretary of Defenee for Research end bgineering on Jmm 22, 19M. The 
report, which was written by the OSD Technical Data Rights Study Group under the 
direction of Darleen A. Dn^on, ia referred to hereinafter as the Druyun report. It 
ia i^parent that the proposed regulations have adopted portions of the Druyun report. 

While the above legislative definition may have been conaidsred to be 
sufficient for a broad atatement of DOD policy on technical data, the dooferaea 
apparently felt that a more detailed definition was required, lie believe that 
P.L. 98-525 indicatea the nature of the detail that DOD is to provide in its 
regulations. Specifically, 10 U.8.C. 2320(a) lists the following as one of the 
factora required to be conaidered by DOD in prescribing technical data regulationa: 

(1) Miether the technical data wea developed— 

(A) excluaively with Federal fuoda; 

(B) excluaively at private expense; or 

(C) in pert with Federal funda and in part at private 



1/ Ibid. 
2/ Ibid. 
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However, the proposed regulations do not even address the issue o£ 
allocating proprietary interests in technical data developed in part with federal 
funds and in part with private funds as called for in 10 U.8.C. 2320(a)(1)(C). 
Whereas Section 2320(a)(1) indicates that the source of funding should ba the basis 
for allocating technical data rights, the proposed regulations eaphasise the oonoept 
of "developed.** '1)eveloped*' was not even defined in the above legislative definition 
of **developed at private expense.** 

^rfiBittW 9g 1>mloptd" 

The proposed regulations define **developed** in the phrase **developed at 
private expense** in an atteapt to further clarify the rights of contractors and 
government in technical data. Sigpificantly, the definition of **developed** require 
an iten, component , process or computer software to **have been tested so as to 
clearly demonstrate that it performs the objective for which it was developed." lis 
believe this definition unduly favors the goverament and should not be used. 

lis believe that **workability" is the current standard for detemining 
whether an item, process, co mpo n ent or computer software is "developed."^ f^irther, 
we believe that that standard should be retained because it establishes a fair and 
reasonable balance between the competing interests of the government and the 
contractors as required by P.L. 98-525. "Developed," within the concept of 
"workability," means that "an item, component, process or computer software is 
considered to be developed if it is brought to a point of developmint sufficient to 
demonstrate to one reasonably skilled in the art to wiiich such item, oompooent, 
process or computer software relates that it performs or can p er f orm the purpose for 
which it was intended. "i2 

To "demonstrate" "workability"— 

. . . the item or component must be analysed and /or tested 
sufficiently to demonstrate to reasonable persons skilled in the 
applicable art that there is a high probability the item or 
component will work as intended. Whether testing is required in 
addition to analysis, snd the degree of testing and whether 
dynamic as well as static, depends on the nature of the item or 
component and the state of the art. 



The required analysis and testing need not be enoo^ to 
bring the item or w i KW i eiH to the point where it would be sold 
or offered for sale if it were a commercial item, igain, further 
development may be necessary before the item or co mpo n ent would 
be ready to be sold or offered for sale, and such further 
development may require validation through further analysis and 



J/ Bell Helicopter Textron, 44 Federal Contracts lenort (HU) 648, 655 (4xmed 

Services Board of Contract AppeaU OkSBQL) fb. 2119Z Sept. 23, 1965). 
2/ Ibid. , pp. 650 and 655. 
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tasting. Also, • . • workAbility, ... to « high dcgrae of 
probability, which is anoogh for an itca to ba "davelopad** for 
data rights purposes , nay not ba anough to aaka the itan or 
coaponant ready to ba sold or offered for sale; for that, 100 
percent certainty voold uaually ba required. . • ./l 

As indicated above, the concept of "workability ,** does not inflexibly 
require in all cases the testing of an itea or component ./2 This is consistent with 
cases under the patent lav relating to reduction to practice which have long held 
that there are iteas so siaiple that sere construction alone is all that is naoaasary 
to constitute redaction to practice./^ 

In fact, there aay be rare cases where the itea, coaponent or procaaa ia ao 
siapla that iu 'Niorkability" would be obvious without building a prototype ./4 This 
is consistent with early DOD policy on patent rights ./^ 

Ccapoter Software "Developed at Private Bmansa" 

The proposed definition of "developed at private expense" also addraaaaa 
the issue of who has rights to the technical data when there is a federally fnadid 
aodification to an itea, coaponent, process or coaputer software which was originally 
"developed at private expense.** The proposed definition statea that in aucfa a caaa 
'*aodification of the itaa» coaponent, process or coaputer software shall not ba 
considered to have been developed at private axpenaa." It is not clear froa the 
preceding language whether the entire itea, coaponent, process or coaputer software 
or only the aodif ied portion thereof would be considered to be devel<^ad at federal 
expense. 

Another sentence in the definition of "developed at private expenaa," 
however , indicates that the aodif ied portion would be the only part considered to ba 
developed at federal expanse. That sentence states that if "the entire itea, 
coaponent, process, or software package was not developed at private azpanaa, 
separate eleaents thereof which do aeet the criteria will ba oonaiderad to have been 
developed at private expenaa." 

It would be aanifastly unjust and contrary to current caaa law if the 
governaent were to expropriate a contractor's technical data rights by virtue of a 
ainor aodification to an itea, coaponent, process or software package which was 
"developed at private expense." See Patents »^ ff^'j^^ 'Ml Data . Raah and Rawics, 
pages 443-45, George Washington University (1983). 



1/ Ibid. , p. 655. 

2/ Ibid. 

3/ Patents and Technical Data . Rash and Rawics, p. 169, George Hsshingtoo Ohivarsity 

(1983). See also IK^PI's Jine 14. 1974 letter to Captain Leroy E. ftypkina, U.S. 

Havy, Chairman of the ASFR Coaaittee, on the "Heaning of 'Developed* ia 

Connection With Liaited Rights Data." 
4/ Bell Helicopter Textron, 44 Federal Contracts Report , p. 655. 
5/ Ibid. , p. 654. 
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Wto do not believe that the propofed technical daU regplations fairly aad 
reaaonably balance the goveraMnt's needa and the contractors' legitiiMte ptroprietary 
interest in technical data as required by P.L. 98-525 (10 O.8.C. 2320(a)) and 
proposed FAR 27.402, "Policy." Vhile we have noted other probleas with the proposed 
regulations, we are particularly concerned that the proposed definition of "developed 
at private expense" would significantly and unfairly narrow contractors* ri^s in 
technical data and computer software. 

As reflected in Section 2320(a)(3) and FAR 27.402, the gimfiiMwnl has an 
interest in obtaining rights in data in order to increase ooapetition and lower costs 
by developing alternative sources of supply and aanufacture. On the other hand. 
Section 2320(a)(4) and FAR 27.402 indicate that contractors* eoonosic position, 
especially their conaercial position, anst be protected to encourage qualified 
contractors to participate in govemaent progrsns and apply innovative concepts to 
sudi progrsBS* 

The proposed definition of "developed at private expenae" is so skewed in 
favor of the goyemMnt that asny contractors wotold be discouraged frosi participating 
in government prograna end applying inovative ooneepts. Father , we do not believe 
that the proposed definition properly reflects congressional intent as msnifested by 
the definition of "developed at private expense" which was included in the House 
version of the 1985 Defense Authorisation bill. The aame definition waa also 
included in the Druyun report. 

Moreover, we believe that 10 U.S.C. 2320(a)(1) requirea DOD to focua, in 
the technical data regulations, on the issue of the source of funding, not the 
"development" of an item, component, process or software package. But if 
"development" is to be emphasised, "workability" should be the standard for 
determining whether an item, component, process or software package haa been 
"developed." 

The proposed definition should be clarified to indicate that a federally- 
funded minor modification does not give the gimfiiMwnl unlimited rights in an item, 
component, process or computer software that waa originally "developed at private 
expense." 

Finally, although we have offered these apecific auggestions, as indicated 
at the outset it is MAPI's overall judgment that the proposed regulations are so 
lacking in balance and fairness that they should be withdraen. 

This concludes our comments on the proposed technical data regplationa 
concerning the term "developed at private expenae" in connection with limited-ci^s 
data. If we can be of further assistance, pleaae let us know. 

Sincerely, 



^^^«s4^st;^i^ 



Dr. Jsmea P. Hide 
Assistant SecreUry of Defense 
(Acquisition and Logistics) 
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GoDoral Services Adtainistratlon 
Aim: FiR SMreUriat [VR] 
Iocs 4041 

IStli and F StreeU, H.V. 
1iuhii«toii, D.C. 20405 

To Members of the SecreUriat: 

(FAC 84-10) 



This is in reaponae to the notice in the Federal 
teaiater of July 3 requeating rnawtnta frcn intereated partiea on 
Federal Acquiaition Circular (FAC) 84-10 lAich took effect on «n 
interim baaia on July 3. The Circular haa now been reviewed by 
thoae cOmpaniea within the Kachinery and Allied Producta 
Inatitute (KAPI) aeaiberahip which have a aignificant atake in 
goveriMent contracting. The diacuaaion and recooBendationa which 
follow are baaed on thia review by aeaiber companiea and on 
analyaia by the HIFI ataff . 

Specifically, our connenta are directed to Itan III, 
C^rtMuji^^o^ 9^ CgHBtr^iil Py^cigg, which iaplenented Section 
1216 of Public Law 98-525 (the Defenae Pxocureaient Refacai Act) 
and Section 204 of Public Law 98-577 (the Snail Buaineaa and 
Federal Procurcaient Ccnpetition Enhanceaient Act). 

Applicability to Spare and 
Beplenirt»ent Parts 

Under FAR 15.813-1 aa added by FAC 84-10, the new 
statutory cooBiercial pricing certification requiroaents have been 
made applicable to contracts for "itams of supply.** Ve thiidi 
that in view of the legislative history of the statutory require- 
ments, the scope of application of the requirements is too broad. 
It seems clear from the provisions of the separate Houae and 



rmc FAeiunn or moouction. wtTRiiuTiON. thanshmtation. commumoation and c en MM O C 
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Scmte hills which xcrolt^d in the nev wftutarf x«qoircMnts, that the : 
of the draft eaen of theee provisions una to isyoae a aev statutory cartificatioa 
r«(itiiTiB«nt on CO at T acts for the proeorcBent of replenislBeBt sad spare parte, 
rather than on cvntricci for all itou of supply generally. 

v« <cluiovl«d£« tbac the atatotes uae the broad tern "iteaa.** lee «s 
alao note diat the Joint Explanatory Staf snr af the ooizfcree* on tbif proriiicn, 
after referring to the original prDTitioti addrKtsed to "spare or rapl iMM 
parts" in the House hill, states that 'WiiiDf clarify int. ehiasf«*' have beoi ^ule In 
the oriKiosI Boa*« ptosis ion. Under theBe ciTcuaAtsnce^ and in view af this 
ItglKlAtive biiCQT^, ve think it naket urrc Befiac to construe the ter» "it^" in 
the statute as r^^oriqE to itcstf of spsre tic r^IsiiilHCDt (or replac^«it) parte 
rather than to Itv^i of aupply generally. For that reason, «« recosMend diat, aa 
a natter of ateini at ratine discretiop, the FAX K^lMentatioa of the atatotory 
reqioiftDt for rosfTcial pricing certification he liaited to contracta for aparc 
or reploiihaemt ptrti. 

Ap>li cation to Contract TVoes 

FAi 5,JIU-5 protides that the Certif icatipn of Conaercial Pricing 
clauae tbould he ioirrted in all tolicitationi and coDtracti "imlett tutrnpit:^ 
under 5,813-3 a or fbH ,** fiX 5-«13-3 is eatitled "lieBptioM Fto« 
Co^reifll Fricioft Certificates." The difficulty here is that TA». 13.313-2, 
"Applicability," includet a aaber of oiteria, not rtferoiced in FAt 13. §13-1 aa 
to vben the clause should be used. For exnple FA£ n.SI3-2Cn rtste* that the 
certificate is ca be rei^uired in coataection vith cDfitrtcti not a — r d sd on the 
basis of full aod oprfi ooiqietitio^. Obviously the m«rs* of that propoaltloa is 
iaportadt — Che Certificate ia not to ht requirwl, and pretvasblF oeichcT dNoold 
the clause he required, in comectiAi with costracta that ^t avatded oil the hsaia 
of ful aad ap«a conpecition. It seeera! thca, the Icnpuge incluAtd in FAK 
S.S13-S relating to wheti tbe oootract cisvac it to be uHd, ihoul^j be ntjmnAmA 
to refer to the criteria iaelnded in FAX 13.BI1-2, "Applicability," ai veil as tbe 
appropriate language in PAl 13.813-3, "Ezaaptiona Froa Conaercial Pricing 
Certificates." 

Kecoanition of tbe lole 

'■■""^•''Viirera 

The certification of loaeat price doea not raoogviaa prioea to orisiaal 
eqvipaent aanufacturera (OlMa) aad d e al e r s vte #4^ rittiw ptt^ct * ^w1itf4^ 
▼aloe and reaell to end =^:r :.?- c^r --dj reco^tina, la Mir rim, it leii 
aary ia order to laes e nt a aiaiBdervtaDdijDB o« the part al tlnse in pinii^iwt i*o 
hare the rcaponaihility of wUmaterinft theaa proriafnas^ Gbrioualj^t swjh salas 
to OEMs and dealeri are as Its in lAich ritber the itSBS tbaaaeWei oe the 
circaastancca «der which they are aold are not coaparabla to the iniiiinninl aalaa 
at iaaoe. 

■eed for Aadjt liff i tlrtW^f 

Paragraph (h) of the certificate fora, preacrihad by Kit 52.21S32, 
givea the contractii^g officer (or repreaaataCivaa of the contracting officer nho 
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are enployees of the government) the right "to exanine and audit all booka, 
reoorda, docunents and other data of the Contractor relating to the pricing of die 
comercial itema covered by this offer /proposal.** We think that such audit 
authority is far broader than is actually needed for the purpoaea of verifying 
data provided by the contractor with respect to selling prices in sales of the 
conmercial items in (piestion to other customers. The provision should be revised 
to specify that the goverment's audit access is limited to the information that 
is needed for this purpose, and does not include access to information relating to 
the costs of producing the comercial itens. 

Heyi for F^9or on D»^ 

Finally, there is a need to establish a Ho m^n^'yii* figure on sales to 
nongovernment parties and persons that must be taken into consideration in 
determining whether the govenaent haa been offered the lowest commercial price 
for the item in question. Without such a de minimis amount being specified, we 
are concerned that the requireoient for providing such data with respect to otiier 
customers can becooie a nearly impossible adninistrative burden. 



This completes our oosaaents on FAC 84^10. If we can be of any further 
aaaiatance, pleaae let ua know. 

Cordially, 



P r €BLd e fit 
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statement Prepared by 

Alexander Kirk 

£or the Chairman and Members 

o£ the Subcommittee 

on General Oversight and Investigations 

o£ the House Committee on 

Banking, Finance, and Urban Affairs 



My name is Alexander Kirk and I am consultant to defense 
contractors. I was engaged in the general field of 
renegotiation from 1942 to 1949 and from 1953 to 1954 as a 
government official. I then became a renegotiation consultant 
to industry from 1954 to the termination of the Renegotiation 
Board a few years ago. Since then I have kept some of my 
former clients advised on developments in defense procurement. 

Based on this experience of many years, I am convinced that 
sooner or later some form of renegotiation will be adopted by 
congress to help cure the many existing problems of defense 
procurement. The important question is what form the future 
renegotiation should take. In this connection I would urge 
that the type of renegotiation, conducted during the Second 
World War, namely under the Acts of 1942 and 1943, preferably 
the latter, be given careful consideration. I believe that 
comparatively little is known about this wartime operation and. 
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in fact, I have £ound that some members of both Houses of 
Congress do not realize that there was such a thing as 
renegotiation prior to the enactment of the Renegotiation Act 
of 1951. Actually, wartime renegotiation was on a far larger 
scope than under the Act of 1951. 

AS the attached letter from the Assistant Secretary of the 
Army, Gordon Gray, will indicate, I was a member during the war 
of what was then termed the War Department (later Army) price 
Adjustment Board, which handled all renegotiation activities of 
the Army and Army Air Force, or approximately 80% of all 
renegotiation conducted during the war. There were other such 
boards during this period. The Navy had one and so did the 
Maritime commission, the Reconstruction Finance Corporation, 
and the Treasury Department. Superimposed on all these 
operational boards was the War Contracts price Adjustment 
Board, which consisted of the chairmen of all the operational 
boards. The latter, however, confined its functions entirely 
to matters of policy, and did not participate in any of the 
case renegotiations. Both the War Department (Army) and the 
Navy had quite a number of regional offices and boards 
throughout the country where most of the settlements were 
made. Only the so-called impasses were handled by the top 
boards in Washington. Shortly after the war, there was the 
so-called Act of 1948 (which was very limited in scope and had 
little influence on procurement). 
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While the Act o£ 1943 (by £ar the better of the wartime 
acts) was taken as a model £or that of 1951, whose revival, 
with certain added procedures, is advocated by H.R. 3020, there 
was a great difference in the emphasis on the basic purposes of 
renegotiation between the two Acts. The 1943 Act stressed the 
importance of the prices paid by the Armed Forces for the goods 
and services needed, whereas the 1951 Act concentrated entirely 
on the recapture of alleged excessive profits from 
contractors, in my opinion the 1943 Act better interpreted the 
primary purpose of procurement, which was to obtain the highest 
quality of goods and services at the lowest possible prices 
than did the 1951 Act. 

The very name of the wartime renegotiation boards indicated 
their main function was that of price adjustment. The basic 
concept of renegotiation was to protect the American taxpayer 
from the over-pricing of the materiel of war. There was no 
reference to profits. It was, in effect, a retroactive 
repricing process. Internal Revenue Service confirmed this by 
reducing sales as well as profits in making renegotiation 
adjustments for income tax purposes. 

The renegotiable profits of contracts, were, of course, 
considered in wartime renegotiation. They were, however, for 
the most part, a secondary matter. Sometimes the recapture of 
renegotiable profits were the only means of renegotiation fuch 
as in situations in which there was a sole source of supply, 
and where there were no competitive prices. As I understand 
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it, there could be many of these sole-supply situations today 
wherein the primary purposes of the two Acts would be 
identical. Generally, however, under wartime renegotiation, it 
was felt that a contractor or subcontractor whose products were 
of high quality, which met production schedules, and kept its 
prices at as low or lower than its competitors, deserved the 
best treatment possible. This meant that contractors of this 
type could retain their realized profits even though these 
profits were higher than those normal for the particular 
industry, in other words, we felt that the efficient 
contractors should be rewarded, it has been my experience that 
so often, the efficient contractor had both the lowest prices 
and the highest profits. Assessing refunds against these same 
contractors, only because of the high profits, always seemed to 
me to be discouraging efficiency. 

One of the chief administrative distinctions between 
wartime renegotiation and the 1951 Act was that the former was 
conducted within the specified departments and agencies, 
whereas, under the 1951 Act, it was established as an 
independent agency subject only to the authority of the 
President. I always considered the latter a bad mistake. The 
Renegotiation Board was a very small agency and had little 
influence in obtaining necessary funding. Furthermore, it 
became a political football. At every change of 
administration, new board members were appointed, more as a 
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reward for their contributions to the party than for their 
financial experience. In my opinion, this led to some very bad 
settlements. 

On the other hand, wartime renegotiation attracted for the 
most part the best industrialists, bankers, investment bankers, 
attorneys, accountants and salesmen, i realize that this 
reflected the patriotic appeal in wartime for many men not 
suitable for combat. With the proper incentives, however, I 
believe it could be duplicated today. For one thing, under 
today's set-up, with all the Armed Forces a part of D.O.D.r it 
would require only one board of the wartime type to do the job, 
within the D.O.D. organization. 

I have heard, of course, of the terrible consequences of 
putting the fox in the chicken house, which would occur if 
renegotiation were placed within D.O.D. It was not that way 
under the wartime Acts which lasted from 1942 to 1949. I was 
there all that time, in fact, the various named departments 
and agencies pursued renegotiation most vigorously or the job 
would never have been completed. Furthermore, those of us in 
the Pentagon had the distinct advantage of being able to find 
out the entire records of contractors by looking at their 
files. Under the 1951 Renegotiation Board set-up, a formal 
request for information on a contractor's record had to be made 
by the Renegotiation Board to D.O.D. The forthcoming answers 
were often not adequate and, in some cases, inaccurate. 
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I think it should be emphasized that wartime renegotiation 
was a successful operation. Many contractors after the war 
were glad to tell their customers and the public-at-large that 
they had been renegotiated and had made no financial "killing* 
out of the war. In my opinion, the fundamental reason for this 
was that wartime renegotiation addressed the essential 
procurement goal of trying to see that the government obtained 
the goods and services needed at the lowest possible prices. 
Directives were established to favor efficient procedures and 
penalties were established to hurt the inefficient. On the 
other hand, the renegotiable profits of contractors, generally 
speaking, were not the main focus of wartime renegotiation. 

I am, therefore, recommending for your consideration the 
creation of a renegotiation board, based on the same principles 
as the wartime renegotiation boards. I think it would be 
helpful in solving many of the problems of defense procurement 
today. Some examples of this are the following: 

(1) The procurement function would be strengthened. There 
has been much talk about upgrading the procurement officers in 
D.O.D. and that is all to be good. No matter how competent 
they are, however, they cannot foresee what might happen to the 
price situation in longer term contracts and subcontracts, i 
believe that only a permanent board, whose primary function is 
to see that the D.O.D. buys what it needs at the lowest prices, 
can deal successfully with this problem. 
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(2) There have been many horror stories about the 
exhorbitant prices of spare parts. These caused much public 
indignation. Three large contractors have made offers under 
certain conditions to make refunds to the government on spare 
parts business, which is a good move but does not begin to take 
care of the spare parts picture. As you know, d.O.D. officials 
and representatives of industry have been meeting to begin 
designing the industry-wide refund program ordered by Secretary 
Weinfiterger. I would suggest that the creation of a 
renegotiation board of the wartime type would be the best means 
of determining what prices were reasonable for spare parts and 
by what margin prices were excessive, sometimes a very tricky 
question. Furthermore, if the renegotiation board were given 
authority over the pricing of spare parts, it would seem only 
natural for it to have authority over the pricing of all goods 
and services purchased by D.O.D. 

(3) Substandard products have been one of the chief 
worries of defense procurement. The only recourse of the 
government in many of these situations is to threaten law suits 
in the courts with all the unfortunate publicity and with no 
assurance of success. During wartime, renegotiation handled 
this problem very expeditiously. The quality of all 
merchandise and services was assumed to be excellent. If it 
was found to be substandard, it was classified as over-priced. 
The refunds demanded of contractors with overpriced merchandise 
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very often resulted in heavy losses £or the contractors. The 
smart ones soon found that it was much to their own benefit to 
deliver only the highest quality goods and services. 

(4) There have been complaints from GAO that many new 
defense weapons systems have been put into production before 
adequate testing had been finished, with most unfortunate 
results. Under the present system, this is understandable, 
because all funds spend by D.O.D. on R&D are gone forever, and 
these expenses can be heavy. With a wartime type of 
renegotiation board determining the reasonableness of the 
pricing of all elements of R&D, some of these funds would be 
refunded to the government. Under such conditions, D.O.D. 
should be more willing to spend adequate amounts for proper 
testing. 

(5) A renegotiation board of the wartime type would be in 
a better position to determine proper overhead rates than the 
D.C.A.A. because of its examination of every element in a 
contractor's business on a fiscal year basis. If after such 
examination, the contractor's overhead rates were considered 
too high by a certain amount in dollars, the contractor's 
products were determined to be overpriced by the same amount of 
dollars. This often resulted in substantial refunds. This 
would also eliminate the need of the Defense inspector General 
from issuing subpoenas. The latter procedure would be vested 
in a wartime type of renegotiation board. 
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(6) There are stories that the Air Force cited that 
certain contractors made price mark-ups on defense goods which 
were 200% to 600% greater than non-defense manufacturing prices 
for the same articles, under the present system, the money has 
been spent by the government and there is no legal way to 
demand any type of reimbursement. Under the wartime set-up, 
with renegotiation in control of pricing, those same 
contractors would have been penalized so severely, they would 
never repeat this practice again. 

I could list several other direct advantages to the 
creation of a wartime type of renegotiation board whose main 
function would be to see that D.O.D. purchased the best goods 
and services it needs at the lowest possible prices. I am 
refraining from doing so in this* statement in the interests of 
saving time. 

Respectfully submitted, 

Alexander Kirk 

Attachment 
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